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The Horrors of the Secret Ballot, 1838 


The elector of today may be a candidate tomorrow for civic or parochial office, 
perhaps even for parliament. How shall his fellow-citizens know whether he be 
worthy of their confidence, if all his former political life be buried in the silent 
secrecy of the ballot-box? 

As long as universal suffrage shall not be established, nay — as long as the 
fairer half of the creation shall be excluded from voting — every elector is him- 
self a kind of representative. He owes to the public the weight of his opinion, 
and to his neighbors the responsibility of it. 

We have alluded to the exclusion of women from political rights. Miss 
[Harriet] Martineau, like a purblind theorist as she is, insists that females should 
vote at elections. She would give them a nominal right that would deprive them 
of their real power. Nothing could give any color of common sense to so unnat- 
ural, and, to the women themselves, —so injurious a proposition, but the more 
unnatural and more injurious scheme of excluding them, by penal provisions of 
secrecy, from exercising over the other sex the legitimate influence with which 
God and Nature have more than compensated their exclusion from the masculine 
duties of either public or private life. 

These are no fanciful theories; they are, on the contrary, the only real basis 
on which representative government can stand, short of the absolute wniversality 
of voting; and with this, the secrecy of the ballot is so utterly incompatible, that 
we are convinced that, as soon as the mass of people should find themselves ex- 
cluded — not merely as at present from voting, but from so much as knowing 
how their friends and neighbors voted — we should be assailed by an irresistible 
appeal for universal suffrage, including, perhaps, female emancipation. 


Editorial article, “The Ballot,” The Quarterly 
Review, April, 1838, pp. 507 et seq., abridged. 
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ALFRED L. SEELYE 


A New Education for the Profes- 
sor of Business Administration 


Reappraisal and revitalization of functional 


courses and incorporation of develop- 


ments from other academic disciplines 


Today approximately one out of 
seven undergraduate students in 
higher education in the United States 
is enrolled in a business administration 
program. Among male students the 
ratio is one to five. Clearly, education 
in business is a major segment of total 
undergraduate educational endeavor. 
In no other part of the world has educa- 
tion for business attained this propor- 
tion. During the past decade many of 
the countries of the free world have 
been turning to us for advice and coun- 
sel in the development of institutions 
for the professional education of busi- 
nessmen. 

Although in most of the world the 
United States is considered pre-emi- 
nent in the field of business administra- 
tion, many doubts regarding the ade- 
quacy of our educational preparation 
for business have arisen in our own 
faculties. The past five years have seen 
the greatest ferment in the history of 


education for business. Faculties have 
been engaged in a re-examination of 
their objectives, education standards, 
and curriculum. 

This is all to the good, for many 
business curricula have become out- 
moded with the passage of time and 
with the dynamic changes which have 
taken place in the world’s economic 
order, political balance, and cultural 
evolution. Such factors as a continually 
evolving economy; the relation of gov- 
ernment to business; the emergence of 
big business and big labor; the new 
and generally accepted responsibility 
of government in maintaining full em- 
ployment, prosperity, and an. ever-in- 
creasing standard of living; and dra- 
matic scientific and technological 
breakthroughs, have combined to out- 
mode conventional education for busi- 
ness. 

Two great foundations in the United 
States, Ford and Carnegie, recognizing 
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that change is the fundamental charac- 
teristic of our economy, and that the 
innovating business corporation has 
become our dominant form of social 
and economic institution, authorized 
studies of education for business at the 
university level. 

Prior to, and in the wake of, these 
studies, many educational institutions 
have made, or are in the process of 
making, substantial changes in their 
undergradute curricula. I hope we 
are not going to find a flood of conform- 
ity in curriculum development. One of 
the great strengths of American higher 
education has been its diversity, its 
ability to experiment, to innovate, to 
learn from failure, and to borrow from 
success. All business educational pro- 
grams should not necessarily have the 
same objectives; it follows that pro- 
grams designed to achieve varied ob- 
jectives should not be identical. 

Moreover, I do not advocate the view 
that there is “only one best way” to 
educate the large number of business 
administration faculty required for the 
expanding enrollments in our colleges 
and universities.? I will, however, argue 
that in the state of our present knowl- 
edge of business administration, eco- 
nomics, political science, law, statistics, 
mathematics, sociology, anthropology, 
and psychology, many institutions pre- 
sent outmoded doctoral programs in 
business administration. They have not 
kept pace with the fundamental 
changes in our political economy and 
culture that have greatly influenced the 
business environment. Nor, for the 
most part, have they incorporated as 
an integral part of the doctoral pro- 
gram important research findings from 
the fields of political science, sociology, 
anthropology, psychology, or the use 
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of newly developed analytical tools de- 
rived from statistics and mathematics. 


A NEW DOCTORAL PROGRAM 


I would like to propose a doctoral 
program in business administration 
that incorporates developments from 
other academic disciplines and inte- 
grates them with business administra- 
tion in an administrative “product 
mix.” Let me repeat that this is not 
the only possible or “good” approach 
to a doctoral program in business ad- 
ministration. It is, however, one edu- 
cational approach to a complex problem 
and possesses a sound theoretical 
orientation well adapted to a dynamic 
industrial economy where change and 
innovation are the only constants. 

I would suggest a doctoral program 
with six subject matter areas, a re- 
search dissertation, and no foreign 
language requirement. The subject 
matter areas would be the following: 


e Administration 
@ Quantitative methodology 


e Economic analysis and business 
and public policy 


e Two functional areas in business 
administration 


e An area outside business 
administration 


Administration 


This area would examine in depth 
the administrative process and organi- 
zational behavior. It would draw heavi- 
ly from the fundamental behavioral 
sciences of sociology, psychology, and 
anthropology, and the developing area 
of administrative science, which has 
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been ably discussed by James D. 
Thompson in these words: 


An administrative science will be an applied 
science, standing approximately in relation to 
the basic social sciences as engineering stands 
with respect to the physical sciences, or as 
medicine to the biological. There is an ele- 
ment of art in the practice of medicine and 
engineering, but in both instances the develop- 
ment of supporting sciences has reduced the 
element of luck or chance by providing tested 
bases for judgment. The less gifted practi- 
tioners of medicine and engineering are more 
effective than their counterparts a generation 
ago precisely because there is a greater store 
of scientific knowledge for them to draw upon. 
For the same reason the more creative physi- 
cians and engineers are able to accomplish 
things which their creative forerunners would 
consider miracles. The dividing line between 
“art” and “science” is not a fixed one but is 
constantly changing. The art of the engineer, 
the physician or surgeon, or the administra- 
tor, gradually improves, that is, it becomes 
more effective in terms of his aim, as the 
sciences behind him find new relationships 
and explore the ramifications. 

If the term “science” is not merely a 
synonym for “knowledge,” the distinction lies 
in the methods by which scientic knowledge is 
amassed. The distinguishing contribution of 
the sciences seems to lie not in measurement, 
not in quantification or statistics, not even 
in laboratory experimentation, but in the 
combination of both deductive and inductive 
techniques for the development of logical, ab- 
stract, tested systems of thought. Achieve- 
ments in the physical and biological sciences, 
and in their sister applied sciences, have 
demonstrated most convincingly the practical 
value of theory—theory which is repeatedly 
tested against experience and modified ac- 
cordingly. <A science of administration will 
be distinguished from administrative lore by 
the methods used to build that knowledge of 
administration.3 


Quantitative Methodology 


During the past two decades it has 
become apparent that mathematics and 
statistics are being utilized more and 
more by business in solving many types 
of complex problems. During the past 
decade particularly this trend has been 
accelerated through the use of the 


electronic computer. The computer’s 
capacity to handle enormous quantities 


‘of data has made possible new methods 


and techniques in decision making. It 
is an accepted fact that the business 
executive of today, and of the future, 
will need some understanding of the 
uses of mathematics and statistics in 
administration. This does not mean 
that he has to be a mathematician or 
statistician, but rather that he should 
have some knowledge of these fields, 
their application and limitations. 


Economic Analysis and Business 
and Public Policy 


An understanding of our complex 
economy and the behavior of the in- 
dividual business firm is essential if 
the professor of business administra- 
tion is not to teach practice in an eco- 
nomic and political vacuum. Macroeco- 
nomics provides fundamental insights 
in the areas of economic growth proc- 
esses and fluctuations in the economy 
as a whole. The analytical tools of 
microanalysis give us an understanding 
of individual firm behavior in a market- 
ing economy under varying competitive 
conditions. 

Our evolutionary development from 
a primarily agrarian society to a many- 
faceted industrial complex has brought 
with it many new social, political, and 
economic problems. Today it is com- 
monly recognized that the corporation 
executive has responsibilities other 
than making a profit for the sharehold- 
ers. True, a profit must be earned if 
the business is to succeed and prosper 
and thus contribute to the social good. 
But in our society other goals and re- 
sponsibilities have also become in- 
creasingly important. The modern 
corporation has evolved through time 
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until today it recognizes a four-fold 
responsibility to shareholders, employ- 
ees, customers, and society as a whole. 

The history of this social and eco- 
nomic transition and the role of govern- 
ment, unions, and business needs to be 
studied in order to understand and 
evaluate such developments as the 
Sherman and Clayton Anti-Trust Acts, 
the Federal Trade Commisison Act, the 
Federal Power Commisison Act, the 
Wagner Labor Act, the Taft-Hartley 
Labor Act, and other legislation affect- 
ing our economic institutions. It is 
through historical perspective and 
analysis that the failure of the proph- 
ecies of Marx and Engels regarding 
the fall of capitalism can be under- 
stood. Today’s American capitalism is 
no more related to eighteenth century 
laissez faire capitalism than is the 
horse and buggy to the jet airliner. The 
days of caveat emptor and related phi- 
losophies are dead. The era of social 
and economic justice under the aegis of 
the modern corporation has arrived; it 
has come about through the will of our 
people expressed by the legislation of 
our government. 


Two Functional Areas 


The functional areas of study made 
available should include, but not neces- 
sarily be limited to, personnel-human 
relations, production, marketing, ac- 
counting, and finance. The doctoral 
candidate would carry out in depth his 
studies in two selected fields, one of 
which would normally provide the sub- 
ject matter of the research disserta- 
tion. 


An Outside Area 


I believe that an area of study out- 
side of business administration is es- 
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sential. It is fundamental to depth of 
study and analysis in the major subject 
matter area of business administration. 
Psychology-sociology is fundamental to 
personnel-human relations; mathe- 
matics-statistics is a basic requirement 
for the marketing man interested in 
any phase of marketing research. The 
motivational marketing researcher 
would need psychology-sociology. The 
outside field requirement is not de- 
signed to force the student to take 
courses in the College of Arts and 
Sciences simply for their so-called lib- 
eralizing effect. Rather, study in an 
outside field is viewed as an integral 
part of the total business administra- 
tion program, without which the doc- 
toral student is not truly educated in 
his business specialty. The outside field 
makes possible a greater depth of 
analysis in his teaching and research. 


The Research Dissertation 


The research dissertation would be 
the doctoral candidate’s first extensive 
independent undertaking. It should 
provide a deeper understanding, and 
for most, we hope, the discipline and 
motivation for a lifetime of scholarly 
contribution. Business, being dynamic, 
is confronted at all times with change. 
Research is one of its means of grasp- 
ing the multitude of incoming ideas, of 
testing, sorting, and evaluating them. 
Without an understanding of research, 
teachers of business administration run 
the risk of either complacence or obso- 
lescence, or both. It is not expected 
that the dissertation will be a definitive 
work; rather, it should be kept within 
manageable limits. It should be a test 
of research capacity and not of endur- 
ance. Its scope should be such that it 
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could reasonably be completed within 
one year of full-time work. 


CONCLUSION 


This academic program of study and 
research for the future professor of 
business administration is a fully inte- 
grated one. It is not composed of bits 
and pieces of unrelated knowledge. It 
requires work in administration, 
quantitative methodology, economic 
analysis, and business and public policy. 
These areas provide the tools, tech- 
niques, and methods of analysis es- 
sential to modern business administra- 
tion. 

The area of study outside business 
administration provides the funda- 
mental scientific basis for the major 
area of study in a functional field of 
business administration. In a conceptu- 
al sense, it is to business administra- 
tion as biochemistry is to the medical 
practitioner, or physics to the electrical 
engineer. The second functional field 
is designed to provide insights into an- 
other field of business administration, 
often a related area. 

The dissertation should be the 
crowning achievement of our em- 


bryonic business professor’s academic 
career as a student. In pursuing his 


research project the results of his prior 


study should be brought to bear on a 
business problem of some consequence. 
The completed dissertation should re- 
veal depth of study and indicate pro- 
ficiency in research methodology, the 
use of analytical tools, analytical rea- 
soning ability, and competence in or- 
ganizing, writing, and completing a re- 
search problem. 

The utilization of mathematics — 
statistics and the appropriate behavior- 
al sciences in the teaching of certain 
functional business administration 
courses is no longer a subject for de- 
bate. It is essential if business admini- 
stration courses are to be a vital part 
of education for business. The func- 
tional courses can and must be revital- 
ized. They must integrate all fields of 
knowledge applicable to the subject. 
They must possess depth and present a 
challenging educational experience. 
They should be presented primarily 
from a managerial viewpoint. The 
doctorial program set forth here is, I 
believe, admirably suited to accomplish 
these objectives. 
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FREMONT E. KAST and JIM ROSENZWEIG 


Diversification Planning: 


A Systematic Approach 


A continuing management function for bus- 


iness enterprise in a dynamic environment 


Since World War II the creed of di- 
versification has assumed increasing 
stature: to diversify is to insure suc- 
cess. But is it this simple? Will prod- 
uct diversification via internal expan- 
sion or merger lead to the end of the 
rainbow, or are there pitfalls along the 
way? While the successful ventures 
into diversification have been well pub- 
licized, the failures have generally been 
quietly buried along the wayside. What 
can be done to avoid these difficulties 
and to maximize chances for success- 
ful diversification? 

Management needs a systematic ap- 
proach to diversification planning. 
Such planning should take into con- 
sideration the external environment 
and the long-term sales growth pat- 
terns of current products. Broad cor- 
porate objectives and major policies 
provide a guiding framework for di- 
versification decisions. Also, a com- 
pany should select a program of diver- 


sification in accordance with its exist- 
ing or potential capabilities. System- 
atic diversification planning integrates 
the consideration of all these factors 
into a program which insures intelli- 
gent opportunism. 


AN ENVIRONMENT OF CHANGE 


An American business enterprise 
must be prepared to accept change as 
an inevitable consequence of operating 
in a dynamic environment. Through- 
out the history of our country, the gen- 
eral political, economic, social, ethical 
and moral philosophies have promoted 
an atmosphere of freedom (and even a 
requirement) for changes by the busi- 
ness enterprise. This is the exact oppo- 
site of the environment in many so- 
cieties, both past and present, where 
political, religious, cultural, and other 
institutions placed major impediments 
in the path of economic progress. His- 
torically, in our country the more suc- 
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cessful companies have been attuned to 
the inevitability of innovation and 
progress. 


World War II and the ensuing period 
have been an era of increasingly dra- 
matic change requiring constant vigi- 
lance on the part of businessmen to 
keep abreast of the times and to adapt 
their organizations to ever-evolving 
conditions. An increasing population, 
together with a growing affluence, has 
made available a vast quantity of dis- 
cretionary buying power and expanded 
markets for a myriad of products. This 
increased ability to buy has provided 
more opportunities for producers of 
goods and services to offer innovations 
to consumers. On the supply side, in- 
creased research and development and 
major technological advancements 
have greatly increased the number of 
new product ideas. Furthermore, these 
advancements have tended to make 
previous product lines, channels of dis- 
tribution, and methods of business 
operation obsolete more rapidly. Each 
generation of products seems to re- 
quire more and more expenditure and 
effort in order to develop a marketable 
product. At the same time, the useful 
life of each new product generation be- 
comes shorter and shorter; in many 
cases there is evidence of planned 
obsolescence. Market expansion and 
demand for new products together 
with increasing research and develop- 
ment and technological advancement 
have been the major forces giving im- 
petus to an environment of change. 


Obstacles to change 


On the other hand the business or- 
ganization faced with the necessity for 
change has often found many obstacles 


which preclude optimum adaptation. 
Even technological advancements, 
which themselves are purveyors of 
change, can create degrees of flexibil- 
ity. For example, automation, while 
requiring major changes for its estab- 
lishment, results in some inherent in- 
flexibility and increases resistance to 
change. The increasing tendency for 
labor costs to become fixed is an addi- 
tional impediment to flexibility. With- 
out judging the rationale of these 
trends, one of the major implications 
is to create a stability of conditions — 
in many ways similar to those created 
through automation and greater mech- 
anization. Nor is management itself 
free from practices which restrict 
changes. Current experience with the 
impact of automatic computers indi- 
cates reluctance on the part of white 
collar workers and management per- 
sonnel to accept the required modifica- 
tions in organizational and status rela- 
tionships. As business organizations 
have increased in size and complexity, 
they have had difficulty in insuring 
that the innovations necessary to meet 
new conditions and evolving objectives 
will be accepted — “organizational 
lethargy” is a common affliction. 
These and many other forces tend to 
make it more difficult for the business 
organization to sustain adaptiveness in 
a dynamic environment. 


Change through diversification 


In our competitive society, the major 
vehicle for change is product innova- 
tion. The business organization is con- 
tinually confronted with the problems 
of adapting its product line to the mar- 
ket requirements or innovating in 
order to stimulate latent demand. The 
changing complexities of the market, 
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demanding newer and better products, 
together with technological advance- 
ments, are making the company’s prod- 
uct line decisions mere difficult. It 
must adapt to a changing environment 
— but the myriad of opportunities fre- 
quently offers no set procedure for 
evaluation. 

The trend toward merger and prod- 
uct diversification has been upward 
since the end of World War II. How- 
ever, many companies failed in these 
ventures because they did not clearly 
relate the diversification program to 
company objectives. A diversification 
program which is successful for one 
company may not be sound for another. 
The external opportunities for diversi- 
fication are less important than the 
organization’s own technological abili- 
ties, production capabilities, and man- 
agerial skills as prime determinants of 
a venture’s success. Too often a com- 
pany diversifies because it is the thing 
to do or the opportunity seems too good 
to pass up. No serious consideration is 
given to the question of how such a 
step fits the long-run objectives and 
overall policies of the company. Diver- 
sification planning, to be effective, 
must utilize a systematic approach, one 
which takes into consideration all fac- 
tors affecting the organization, both 
external and internal, and attempts to 
optimize the overall approach. In the 
face of continuing change a company 
must remain flexible and ready to take 
advantage of opportunities when they 
arise. However this cannot be done 


haphazardly: efficient opportunism re- 
quires a systematic approach to diver- 
sification planning. 

This article sets forth a systematic 
approach to diversification planning. 
First, general industrial growth pat- 
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terns are discussed as they relate to 
the problem of maintaining satisfac- 
tory rates of growth for an industry, 
a company, or a product line. Secondly, 
general types of diversification are 
outlined. Next, the question of the 
relationship between various corporate 
objectives and diversification is con- 
sidered. Finally, a specific program of 
diversification planning is set forth as 
a framework for decision-making. 


INDUSTRIAL GROWTH PATTERNS 


A general understanding of the un- 
derlying patterns of industrial growth 
emphasizes the need for continuous 
management appraisal and adaptation. 
Industries and businesses, as living 
organisms, follow cycles of growth and 
decline. Adaptation of this concept to 
specific industries serves as a basis for 
prediction of certain future trends. If 
an industry conforms to the common 
pattern, it will follow an elongated S 
(or logistic) curve with a slow start, a 
rapid development period, and then an 
eventual slowing down, as shown in 
Figure 1. Although it is impossible to 
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Figure 1—Generalized Growth Pattern of 
Industries 


determine the exact position on this 
curve at a particular point in time for 
a given industry, this concept provides 
a general notion of the industry’s 
maturity. 
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This type of growth curve is more 
easily understood when discussion is 
limited to a specific type of product 
rather than to an industry. Over a 
period of time individual industries are 
continually altering their product mix 
and thus offsetting the growing and 
declining trends for specific products. 
For example, production of piston- 
driven aircraft went through a logistic 
curve pattern, reaching a saturation 
point during World War II. Jet air- 
craft, a major technological innova- 
tion, caused a new growth curve for the 
industry, one which still appears to be 
rising. This S-shaped growth curve 
was experienced by the radio and black 
and white television industries, which 
appear to be in the leveling-off stage. 
The automobile industry is currently 
concerned because it may be moving 
into the more mature stage character- 
ized by less rapid growth. Certainly, 
future predictions of the growth in the 
automobile industry are much less 
optimistic than those made several 
years ago when the auto industry felt 
that the rapid growth rate would con- 
tinue indefinitely. 

For any individual company this 
leveling off in growth may come as a 
shock, but it appears to be a common 
phenomenon in our economy. There is 
a real danger that a company will fail 
(or be unwilling) to admit that its in- 
dustry’s growth curve is slowing down. 
And often by the time the evidence of 
the onset of maturity is clear, it is too 
late to establish the company in a 
newer faster-growing industry. 

Investigation of the companies most 
successful in maintaining their posi- 
tions indicates that their product mix 
and markets have changed signifi- 
cantly. A. D. H. Kaplan observes: 


The majority of the companies included 
among the 100 largest of our day have at- 
tained their position within the last two 
decades. They are companies that have 
started new industries or have transformed 
old ones to create or meet consumer prefer- 
ences. The companies that have not only 
grown in absolute terms but have gained an 
improved position in their own industry may 
be identified as companies that are notable 
for drastic changes made in their product mix 
and methods, generating or responding to new 
competition. There are two outstanding cases 
in which the industry leader of 1909 had by 
1948 risen in position relative to its own in- 
dustry group and also in rank among the 100 
largest—one in chemicals and the other in 
electrical equipment. These two (General 
Electric and Dupont) are hardly recognizable 
as the same companies they were in 1909 ex- 
cept for retention of the name; for in each 
case the product mix of 1948 is vastly dif- 
ferent from what it was in the earlier year, 
and the markets in which the companies meet 
competition are incomparably broader than 
those that accounted for their earlier place 
at the top of their industries. They ex- 
emplify the flux in the market positions of 
the most successful industrial giants during 
the past four decades and a general growth 
rather than a consolidation of supremacy in 
a circumscribed line. There is no reason to 
believe that those now at the top can remain 
there any more than did their predecessors, 
short of alert participation in continuous 
product and market development.! 


These companies have seen many of 
their products move through a stage 
of maturity and decline, but they have 
had other products in the innovation 
and developmental stages. Thus, an 
ideal pattern of growth for a company 
might well come from the overlapping 
of a number of growth curves of indi- 
vidual products as shown in Figure 2. 
It would also appear logical for a com- 
pany which is preparing for the pos- 
sible downturn in growth for its cur- 
rent products to seek diversification 
into those products which are now in 
their innovational stages rather than 
ones which are in the middle or top of 
their growth phase. By the time a 
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Figure 2—Growth Patterns for Multi- 
Product Firms 


given product reaches the top of the 
growth phase it has usually been fairly 
well standardized so that the econom- 
ics of mass production have been 
achieved, the remaining companies are 
well established with brand prefer- 
ences, efficient channels of distribu- 
tion have been set, and the industry 
generally is very difficult to enter 
successfully. 

In summary, growth and later de- 
cline seem inevitable for a given prod- 
uct and industry, and the companies 
which are most successful in the perpet- 
uation of their long-run growth seem 
to be those which are flexible and dy- 
namic enough to change their product 
mix and markets over the growth 
cycle. They, in*effect, combine a num- 
ber of products, some new, some old, 
to provide an overall balance. 


TYPES OF DIVERSIFICATION 


Assuming for the moment that it 
has been determined that a company 
requires some form of product or 
market diversification to meet its 
objectives, there are a number of alter- 
natives to consider. Although there 
are various breakdowns for describing 
alternative directions which a diversi- 
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fication program might take, the fol- 
lowing are most commonly used.? 


Horizontal diversification 


This type occurs with the introduc- 
tion of new products or the addition of 
new facilities which are within the 
same general industry. Thus the in- 
troduction by an airframe manufactur- 
er, producing military aircraft, of a jet 
transport represented horizontal diver- 
sification within the same broad field 
of endeavor. Horizontal diversifica- 
tion can also be thought of as an at- 
tempt to serve broadening needs of the 
industry’s customers. 

This type of diversification repre- 
sents the smallest departure from a 
company’s methods of operations. The 
additional experience requirements 
and managerial knowhow are of a less 
severe nature than for either vertical 
or heterogeneous integration. Because 
it represents the easiest form of diver- 
sification, this is generally the type 
that a company initially seeks. If it 
is possible, through new product in- 
novations and use of the existing sales 
organization, to develop new markets 
for current products and fulfill the pri- 
mary objectives of the company, then 
it may not be necessary to seek other 
alternatives. However, this type of 
diversification continues to tie the 
enterprise to one industry without 
spreading the risk. 


Vertical diversification 


This type of diversification usually 
takes the form of moving backward in 
the chain of production to produce 
within the company those components 
which were formerly purchased. Or it 
can mean moving down the line and 
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integrating into the organization’s 
operations additional fabrication, as- 
sembly, or distribution functions. The 
Aluminum Company of America is a 
well-known example of nearly complete 
vertical integration with bauxite re- 
sources, ships for transporting the ma- 
terials, alumina refining plants, reduc- 
tion mills, and extensive fabricating 
facilities. 

Vertical diversification usually of- 
fers major advantages to a company 
when the industry is in the innovation- 
al or early developmental stages and 
is expanding. A program of vertical 
diversification would not appear well 
advised when the industry is in the 
maturity or declining phase. During 
this period competition would be ex- 
tremely tough with little chance for 
profitability. Vertical integration has 
the further disadvantage of requiring 
different managerial and technological 
skills, and different physical facilities 
than existed prior to the diversifica- 
tion. However, vertical integration, if 
properly balanced by stages, does not 
represent any major problems of mar- 
ket development or distribution chan- 
nels. 


Heterogeneous diversification 


This type of diversification general- 
ly moves the company out of the pres- 
ent industry and is therefore the most 
drastic in its requirements for change. 
For example, heterogeneous diversifi- 
cation for a traditional air frame man- 
ufacturer might call for the production 
of industrial electronics equipment, 
missile fuel, or propulsion systems. It 
is most logical when the industry is in 
(or it can be foreseen that it will be in) 
the maturity stage. At this stage 
neither vertical nor horizontal integra- 


tion offers sufficient opportunities for 
long-term growth. Therefore hetero- 
geneous diversification may be the 
only answer. But the requirements for 
managerial adaptation, alteration of 
technological knowhow and _ skills, 
training of labor force and utilization 
of skills, and perhaps even location of 
facilities, may be fairly extreme. Al- 
though the returns from successful 
heterogeneous diversification may 
more adequately meet the long-run 
objectives of the company, the risks 
are usually greater. 

Obviously, a company is not limited 
to any one of these broad types of di- 
versification. It may follow different 
programs depending upon its period 
in the growth cycle. In the early stages 
vertical and then horizontal integra- 
tion seem more appropriate; in the 
later stages heterogeneous integration 
may be the only alternative. 


CORPORATE OBJECTIVES 


The prime objective of the modern 
corporation is to provide for profit- 
ability, stability, and growth in order 
to perpetuate itself over the long run. 
Although responsibility for profits is 
generally directed to stockholders, 
most of our major concerns have de- 
veloped a sense of responsibility 
toward other groups — employees, 
customers, government, or society — 
which also may place definite restraint 
upon the prime objective of profit 
making. Most major policies and 
actions of a concern are based on com- 
promises of various objectives with an 
eye for creating maximum overall sat- 
isfaction; thus some component objec- 
tives are sub-optimized. 

Within this framework there are 
many alternative courses of action 
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which might be followed, depending 
upon weights given to various endog- 
enous and exogenous forces. The mere 
statement that the company wants to 
make a profit and to stay in business 
is not sufficient to provide the guide- 
lines for decision-making on the ques- 
tion of diversification. It is necessary 
to translate these prime objectives in- 
to operational objectives. And, as has 
been suggested previously, the final 
policy decision will most likely repre- 
sent a balance among objectives —a 
well-thought-out and considered bal- 
ance rather than one in which the con- 
fusion of differing objectives stifles 
further effective action. In this sec- 
tion an evaluation will be made of 
selected objectives and major policies 
to see how these objectives might in- 
fluence policies on diversification. 


e Survival and Stability. Long-run 
survival and stability of operations 
are often paramount objectives for 
business firms. There are many obvi- 
ous advantages to maintaining a 
stable level of operations: facilities can 
be utilized more economically, labor 
can be better trained and employed 
more efficiently, management skills 
can be developed and the organization- 
al relationships and structure can be 
more clearly established. The entire 
organization is better able to plan its 
future facilities, personnel, manage- 
ment and other needs if it can depend 
upon a stable level of operations. How- 
ever, other important objectives should 
not be sacrificed for the sake of sta- 
bility. Stability could mean that the 
company might not make efforts to ex- 
pand, but would be satisfied to main- 
tain a given level of operations. A sta- 
bility fixation might cause a company 
to reject certain ventures which could 





Summer 


prove profitable. Expansion, although 
risky, could lead to stabilization at a 
new and higher level. 


e Employment Levels. Another ma- 
jor company objective might be to 
sustain (or increase) employment. The 
employees of the company represent a 
vital asset, for fluctuations in employ- 
ment levels tend to create problems of 
training, replacement, adaptation to 
new relationships, and morale which 
lower labor efficiency. Many compan- 
ies have given indications of a deep 
sense of social responsibility with re- 
gard to their economic importance in 
the communities where their plants are 
located. An objective of maintaining 
employment and payrolls in such areas 
would have a major impact upon the 
types of products which might be pro- 
duced and distributed profitably. 
Therefore, a policy of maintenance of 
employment in specific locations might 
lead to a different diversification 
program than a policy of general 
maintenance of level of corporate em- 
ployment and profits, regardless of the 
location of the production facilities. 
Here again, it is evident that an ob- 
jective of maintaining a high level of 
employment in the established areas 
might be adverse to the objective of 
long-run stability and profitability. 
Only management can determine what 
the best balance, in terms of a diversi- 
fication program, should be. 


e Facilities Utilization. The present 
location, nature, and extent of a com- 
pany’s facilities have a definite bear- 
ing on its diversification program. If it 
is the company’s objective to insure 
the fullest possible utilization of pres- 
ent facilities through diversification, 
then the products selected for pro- 
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duction will have to be evaluated care- 
fully to insure that these facilities are 
appropriate. If, however, this is not 
an objective, then the type and loca- 
tion of productive facilities most desir- 
able for a given program of product 
diversification will have to be eval- 
uated. 


e Technological Leadership. Many 
companies have devoted a major pro- 
portion of their efforts to research and 
development in the struggle to attain 
technological leadership. Following 
this policy, diversification would re- 
quire products with a high input of re- 
search and engineering skills. This 
objective would also suggest that the 
company should preserve a comple- 
mentary technological pattern among 
its various products, with any new 
products having a close relationship 
to currently produced items. The 
objective of maintaining leadership in 
a family of technologically related 
products would lead to entirely dif- 
ferent diversification proposals than 
one in which this consideration was 
given little weight. 


e Management Skills. One of the 
key advantages of any successful con- 
cern is a well-defined and integrated 
organizational structure tied together 
by the abilities and skills of the man- 
agement. Considerations for a diversi- 
fication program should include a de- 
termination of how the managerial re- 
quirements for the new products would 
fit into the present managerial and 
organizational relationships. Since 
perpetuation of managerial skills is 
often a prime corporate objective, a 
company should seek those types of di- 
versification which would make the 
best use of existing organizational and 
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managerial talents and provide the 
basis for future improvement. The 
lack of trained management personnel 
could be a definite limitation to diver- 
sification feasibility. Overlooking the 
importance of this resource has been 
the causal factor in the failure of many 
diversification programs. 


e Centralization - Decentralization. 
A company’s policy on the question of 
centralization-decentralization would 
have a distinct bearing upon the type 
of diversification program undertaken. 
Maintenance of a strong centralized 
organization structure would require 
products which are similar to present 
products in technological and exper- 
ience requirements. A policy of de- 
centralization, however, would leave 
more flexibility for a diversification 
program, allowing products differing 
substantially from the present line. 
Managerial and organizational policies 
would also have a direct bearing upon 
whether the company pursued a pro- 
gram of diversification from within, 
utilizing current management and per- 
sonnel, or whether the company sought 
diversification through merger with 
a going concern. Obviously, the latter 
course has more advantages when the 
production and marketing require- 
ments are foreign to current products 
lines. 

The foregoing discussion sets forth 
common corporate objectives and their 
possible relationships to diversifica- 
tion. Within this framework there are 
more specific reasons why companies 
may diversify (e.g., tax considerations, 
seasonality, and cyclical stability) .* 
However, it is essential that these 
specific reasons be evaluated in terms 
of overall corporate objectives. In 
light of the relationship of diversifica- 
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tion to corporate objectives and the 
pervasiveness of requirements for 
adapting to a changing environment, it 
seems that few if any companies can 
ignore completely the question of di- 
versification. Indeed, diversification 
might well be established as a prime 
corporate objective in itself. 


PROGRAM FOR DIVERSIFICATION 


Generally speaking, any program of 
diversification requires basic changes 
in an organization. Successful diversi- 
fication requires new skills, new 
facilities, changes in distribution and 
promotional procedures, and changes 
in organizational and managerial rela- 
tionships. In effect, successful diversi- 
fication requires distinct breaks with 
past business experience. Why then 
should a company diversify? It can be 
generalized that a company should 
seek a program of diversification only 
when its present product line does not 
provide sufficient opportunities for 
fulfilling the company’s primary objec- 
tives. Frequently these objectives can 
be more adequately and easily met 
through such methods as increasing 
the company’s penetration into its cur- 
rent markets with its normal product 
line through increased selling and 
merchandising efforts. Or concentra- 
tion on improvement of the company’s 
present product line may also increase 
sales and better meet the company’s 
long-run objectives than a program of 
diversification. Diversification should 
only be contemplated after careful con- 
sideration has been given to other al- 
ternatives which may more easily and 
successfully accomplish company 
objectives. 

The foregoing sections have set 
forth some general suggestions for a 
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program of product diversification, 
and have pointed out the relationships 
among a number of factors. This sec- 
tion suggests a framework for diversi- 
fication planning. Even though a 
company might not seriously consider 
diversification at the present time, a 
well-conceived program of investiga- 
tion, well understood by management 
and planned in advance of the actual 
need, will save a great deal of confusion 
and minimize missed opportunities. 
These seven steps provide a logical 
basis for diversification planning. 


1. Clearly defining and stating 
broad company objectives to pro- 
vide guidelines for further ap- 
praisals. 


2. Continually reappraising wheth- 
er the company can meet these 
long-term objectives with its 
present product line and distribu- 
tion channels, or whether it will 
need to develop a program of di- 
versification. 


8. Coordinating the diversification 
program with company objec- 
tives. A clear understanding of 
company objectives will help de- 
termine the types of programs 
which the company should con- 
sider. This will provide a narrow- 
ing process and will eliminate 
from consideration a number of 
marginal possibilities. 


4. Continually appraising the tan- 
gible and intangible company as- 
sets and limitations for diversifi- 
cation. Aside from guiding objec- 
tives, the company will have 


certain characteristics, such as 
managerial skills, technological 
knowhow, distribution channels, 
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and facilities which will be prime 
determinants of a diversification 
program. 


Setting forth specific criteria for 
measurement of new _ product 
ideas as related to the first four 
steps. Here the primary pur- 
pose is to determine the charac- 
teristics of the types of products 
which would meet requirements 
of the first four steps. 


Establishing an environment 
favorable to diversification. A 
program of diversification is 
doomed to failure unless manage- 
ment is convinced that there is 
a need for this diversification, 
and that it meets company objec- 
tives. Furthermore, top manage- 
ment must provide the initiative 
in establishing a climate in which 
the organization will come up 
with useful ideas and will channel 
them in for a check against 
established criteria. 


Providing an established and 
well-recognized procedure for the 
check of suggestions for product 
diversification against the cri- 
teria of measurement. This will 
usually take the form of specific 
organizational adjustment, such 
as the creation of a product di- 
versification committee or de- 
partment. If left to the chance 
that the regular line organization 
will perform this function it is 
likely that their other duties and 
the constant demand for imme- 
diate results will push the longer- 
range consideration of product 
development into the _ back- 
ground; the question will only 


come up when the situation be- 
comes critical. 


Diversification in the Future 


An environment of change in our 
economy requires that business organ- 
izations continually adapt their prod- 
uct lines. Projections of current 
trends indicate that companies will 
have to be even more adaptive in the 
future. Both the environmental fac- 
tors and the self-generating forces 
within the business organization will 
require major adjustments. Therefore, 
it is vital for companies to set forth 
definite, systematic programs for di- 
versification planning. 

The seven step framework set forth 
above provides a procedure for ap- 
praising the feasibility of various di- 
versification proposals. Without such 
a systematic plan, each new proposal 
must be considered separately—usual- 
ly on a very haphazard basis. Although 
some companies have achieved success 
in diversification or merger on a hit- 
or-miss basis, the future will require a 
much more sophisticated approach to 
the survival problem. A continuing, 
systematic program not only provides 
a basis for the early elimination of 
those proposals which are clearly not 
feasible, but also insures that meri- 
torious proposals be given complete 
evaluation and not be bypassed in the 
pressure of daily operations. 

A key step in this seven point pro- 
cedure is the setting forth of specific 
criteria for measurement of new prod- 
uct ideas. This step merges the com- 
pany’s objectives with an appraisal of 
company assets (skills, facilities, etc.) 
to form a specific listing of diversifica- 
tion criteria. These criteria will prob- 
ably differ for different industries 
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and even for companies within an in- 
dustry. 

It should be emphasized that a pro- 
gram such as this is not a one-time 
operation. A review of this program 
suggests that each of these seven steps 
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should be taken frequently. Therefore, 
it is essential that the company con- 
sider its program for diversification as 
a continuing managerial function and 
provide for its effective functioning 
throughout the life of the organization. 
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United Sistas FF assets Growth 


It is often overlooked that the United States recorded one of the most rapid 
growth periods in its history during the almost thirty years of declining prices 
which followed the Civil War. Production approximately tripled from 1869 to 
1896 while prices were declining 29 percent. According to studies made by Pro- 
fessor Simon Kuznets at the National Bureau of Economic Research, U.S. gross 
national product — total goods and services produced, measured in constant dol- 
lars — rose 4.9 percent a year, compounded, within this period. Net capital 
formation — additions to the nation’s plant and equipment which are the foun- 
dation of future growth — increased 5.7 percent a year. This experience refutes 
the idea that inflation is the essential medicine for growth. 


First National City Bank of New York 
Monthly Letter, Business and Economic 
Conditions, December, 1959. Reproduced 
by permission. 
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Postwar Recessions 


One cannot help but be impressed to- 
day with the glowing optimism with 
which our nation envisages the 1960’s. 
The decade is heralded by politician, 
layman, businessman, and economist 
as one of unparalleled prosperity. One 
characteristic that all these soothsay- 
ers have in common is confidence in 
the ability of our economy to avoid the 
depressing influences of a prolonged 
and serious economic contraction. 

In this connection President Eisen- 
hower’s Economic Report to the Con- 
gress on January 22, 1960 said in part: 


By the first quarter of 1959, the recovery that 
started early in 1958, (following the end of 
the 1957-58 recession), had already carried 
production and income to levels higher than 
ever before attained in the American econ- 
omy. A considerable further advance was 
scored during the remainder of 1959... 

... As we look ahead, there are good grounds 
for confidence that this economic advance can 
be extended through 1960. Furthermore, with 
appropriate private actions and public poli- 
cies, it can carry well beyond the present year. 


A comparison of economic exr- 
periences in the periods fol- 
lowing World Wars I and II 


. .. And it is not too much to say that we 
have made good progress in moderating fluc- 
tuations in our economy. Although economic 
recessions, however minor, must remain a 
matter of concern to all Americans, the rela- 
tive mildness and short duration of the three 
since the war have to be reckoned as a major 
factor in the strengthening of personal secur- 
ity.1 

To a considerable extent, therefore, 
our present confidence in dealing with 
the business cycle is based on our 
relatively favorable experience since 
World War II. The fact that historical- 
ly this is unusual for a postwar period 
is unquestioned. The validity, however, 
of projecting this experience unquali- 
fied into the future is another matter. 
Certainly, the business cycle of today 
is not necessarily the cycle of a century 
or even a generation ago. Important 
structural changes in our nation’s 
economy were bound to have some in- 
fluence on our cyclical pattern. Yet 
the degree to which changes have taken 
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place is still a matter of considerable 
concern to the serious student of the 
business cycle. 

This study seeks to discover the 
changes, if any, that have occurred in 
the nature of our business cycle since 
World War I, by comparing the three 
recessions of that postwar period with 
those so far experienced since the end 
of World War II. Admittedly the analy- 
sis is a summary one; nevertheless, it 
is hoped that in a small way it will con- 
tribute to a better understanding of 
the problems of our business cycle. 


1920-21 AND 1948-49 RECESSIONS 


As the end of World War II ap- 
proached, economists became appre- 
hensive about the economic conditions 
that might prevail in the postwar pe- 
riod. Estimates of abnormally high 
levels of unemployment were widely 
circulated. A common expectation was 
a repetition of the sharp inflation-de- 
flation cycle which followed World 
War I. Even conservative observations 
placed postwar unemployment at be- 
tween eight and ten million.2 

Happily, these pessimistic forecasts 
colored by vivid recollections of the 
1930’s proved to be inaccurate. We did 
experience some readjustment prob- 
lems associated with the conversions 
from war — to peacetime production, 
but unemployment in the immediate 
postwar period never exceeded three 
million.2 A similar pattern of adjust- 
ment had occurred immediately after 
World War I.‘ In both instances the 
relative ease of reconversion was a 
result of the unsatiated civilian de- 
mand accumulated during the war 
years.> Unfortunately the post-World 
War I boom was short-lived, having 
lasted only ten months when it was 
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interrupted early in 1920 by one of 
the most severe economic contractions 
in our history. In contrast, the post- 
World War II prosperity continued 
thirty-seven months until the fall of 
1948, when a mild recession occurred. 
The differing magnitude of these two 
early postwar contractions is evidenced 
by the considerably greater declines in 
gross national product and industrial 
production during 1920-21 than during 
1948-49 (see Table 1). The more 
volatile nature of total investment 
spending (gross domestic private in- 
vestment) during the former is an 
important reason for its more serious 
nature. The contrast is particularly 
vivid in the relative declines in pro- 
ducers’ durable equipment expendi- 
tures during these two contractions. 
New construction expenditures, re- 
flecting particularly the shortage in 
residential housing, held up fairly well 
during both periods (see Table 2). 

In both contractions, however, the 
decision of businessmen to reduce their 
inventories was crucial. These de- 
cisions appear to have been based 
largely on hesitancy concerning future 
prices and business activity rather 
than on declines in sales.6 The fact 
that this disinvestment degenerated in- 
to a classic inventory-price deflation- 
ary spiral in 1920-21 and not in 1948- 
49 is perhaps the principal reason for 
the differing severity of the two reces- 
sions. While wholesale prices fell by 
36.8 percent during 1920-21, they de- 
clined only 5.0 percent during 1948-49 
(see Table 1). The main factors that 
accounted for this contrasting experi- 
ence appear to be as follows: 


e The economic environment fol- 
lowing World War II was con- 
siderably changed from that 
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TABLE 1 


DURATION AND AMPLITUDE OF BUSINESS CYCLE CONTRACTIONS 
1920-27, 1948-581 


(percent) 
Gross 
Duration National Industrial Wholesale 
Peak? Trough? (months) Product? Production‘ Prices® 
Jan. 1920 July 1921 18 — 20.6 —32.6 —36.8 
Nov. 1948 Oct. 1949 11 — 3.2 — 8.7 — 58 
May 1923 July 1924 14 « $3 —16.7 — 24 
July 1953 Aug. 1954 13 — 2.0 — 9.2 + 0.2 
Oct. 1926 Nov. 1927 13 + 0.3 — 7.7 — 4.6 
July 1957 Apr. 1958 9 — 3.2 —14.3 + 0.9 
1. Percentage change from cyclical peak to cyclical trough — seasonally adjusted data. 


2. National Bureau of Economic Research chronology. 

3. Measured by quarters except for 1920-21 which is based on annual data: for the latter see Kuznets’ estimate in 
National Product Since 1869 (New York: National Bureau of Economic Research, 1946), Table I-14, p. 51. 

4. Based on the revised Federal Reserve Index of Industrial Production (1947- 49 = 100) — see Federal Reserve 
Bulletin XLV, No. 12, (December, 1959), 1,469. 

5. Bureau of Labor Statistics (1947-49 = 100). 


TABLE 2 
MAJOR PRIVATE SECTORS OF GROSS NATIONAL PRODUCT 
1920-21 vs. 1948-491 


1920-21 
Absolute Change 


1948-49 
Absolute Change 


(billions of Percentage (billions of Percentage 
Economic Indicators dollars) Change dollars) Change 
Personal Consumption 
IISPGNGIULCS. < o..s cee ewes ce eee —6.7 —10.6 + 2.9 — 16 
Gross Domestic Private 
Jrivestment] . ncn cc cess ccsees —9.8 —30.0 —10.1 —23.2 
New Construction .......... —0.4 — 6.6 — 0.7 — 3.5 
Producers’ Durable 
EGUIDMIONE |... ick ee eee —2.3 —36.5 — 1.7 — 8.9 
Change in Business 
IMVentories ..........08 08005 —7.1 — — 7.8 pn 
Net Export of Goods and 
OT OO SI EAA EE Re ae ee —1.0 — + 0.3 ail 


1. Since monthly or quarterly data are not generally available for the components of gross national product before 
1929, analysis must be confined to annual totals for purposes of comparability. 

2. These data for the 1920’s are derived from Kuznets’ estimates of gross capital formation less net changes in 
claims against foreign countries. These are comparable to the present Department of Commerce estimates of 
gross domestic private investment except that Kuznets does not treat government spending separately, but includes 
it as an integral part of the other spending areas — see Simon Kuznets, National Product Since 1869, op cit., pp. 
6, 15, 46, 50, 52. 

8. These data for the 1920’s are derived from Kuznets’ “‘net changes in claims against foreign countries’? which 
are not strictly comparable to the Department of Commerce’s estimates of ‘“‘net exports of goods and services” 
since the latter excludes net cash transfers made by the U. S. Government — see U. S. Income and Output, op cit., 
p. 57 


Source: 


following World War I. Strong 
impediments to deflation had 
been erected, such as powerful 
labor unions, agricultural price 
supports and a government 
policy committed to maintain lev- 
els of maximum employment. 


The speculative inventory accum- 
ulations which characterized the 


Simon Kuznets, National Product Since 1869, op cit., 
Ngee et D.C.: 
b Oy 


pp. 34, 36, 39, 46, 50; U. S. Income and Output 
U. S. Department of Commerce, 1958) ; 1960 Economic Report of the President, (Washington, 
U. & Government Printing Office, 1960), p. 155. 


1918-19 boom were almost totally 
absent in 1945-48. Recollections 
of 1920-21 and the crash of 1929, 
together with widely circulated 
reports of an expected post-war 
depression, made American busi- 
nessmen quite cautious.7 


Personal consumption expenditures 


tended to resist recessionary forces 
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during both contractions. The greater 
ability of consumers to maintain their 
spending pattern during 1948-49 is at- 
tributable to the existence of auto- 
matic stabilizers, such as our highly 
progressive pay-as-you-go personal in- 
come tax system, unemployment in- 
surance, Social Security payments, and 
other government transfer payments 
as well as to the milder nature of the 
decline (see Table 2). This relative sta- 
bility of consumption spending is quite 
typical during an economic downturn. 
This is particularly true in an early 
post-war contraction when pent-up de- 
mand, reduced taxes, large accumula- 
tions of liquid savings and the like 
buoy up this type of spending.® 


Government Action 


Since Kuznets does not provide sep- 
arate estimates on government ex- 
penditures, we must turn to federal 
budget data for the influence of this 
sector. Committed to an annually bal- 
anced budget philosophy, the govern- 
ment, despite the severity of the down- 
turn, increased its budgetary surplus 
slightly in fiscal 1921.2 In contrast, 
operating under the dictates of the 
Employment Act of 1946, the govern- 
ment moved from an $8.4 billion sur- 
plus in fiscal 1948 to a $1.8 billion 
deficit in fiscal 1949, or a net change 
of $10.2 billion (see Table 3), a factor 
of considerable importance in helping 
keep the 1948-49 recession a mild one. 

Although the Federal Reserve acted 
to ease credit during both periods, it 
acted more vigorously during 1948-49. 
In 1920-21, monetary authorities, fear- 
ing the loss of gold and believing the 
liquidation was healthy, did not reverse 
its tight money policy until well after 
the January 1920 peak. In fact, it was 
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only in the early fall of 1921, after the 
cyclical trough had been experienced, 
that the New York Federal Reserve 
Bank significantly reduced its redis- 
count rate.1° In contrast, the Federal 
Reserve moved decisively as soon as 
the recession became apparent early 
in 1949. In addition to open market 
and rediscount operations, it reduced 
margin, installment, and member bank 
reserve requirements. The three latter 
powers were not available in the 
1920’s.11 


TABLE 3 
THE FEDERAL BUDGET 1919-1927, 
1946-1959 
(billions of dollars) 
Fiscal Net Surplus (+) 
Year! Receipts? Expenditures? Deficit (—) 
1919 5.2 18.6 —13.4 
1920 6.6 6.4 + 0.2 
1921 5.6 5.1 + 0.5 
1922 4.0 3.3 + 0.7 
1923 3.9 3.1 + 0.8 
1924 3.9 2.9 + 1.0 
1925 3.6 2.9 + 0.7 
1926 3.8 2.9 + 0.9 
1927 4.0 2.9 + 1.1 
1946 39.8 60.4 —20.6 
1947 39.8 39.0 + 0.8 
1948 41.5 33.0 + 8.5 
1949 37.7 39.5 — 12 
1950 36.4 39.7 — 3.3 
1951 47.6 44.1 + 3.5 
1952 61.4 65.4 — 4.0 
1953 64.8 74.3 — 9.5 
1954 64.7 67.8 — 3.1 
1955 60.4 64.6 — 4.2 
1956 68.2 66.5 + 1.7 
1957 71.0 69.4 + 1.6 
1958 69.1 71.9 — 2.8 
1959 68.3 80.7 —12.4 


1. From July 1 to June 30. : 
2. Excludes refunds of receipts and amounts appropri- 
ated or transferred to Federal Old Age and Survivors’ 
Trust Fund and the Railroad Retirement Account. 
Source: Annual Reports of the Secretary of the 
Treasury for the Fiscal Years Ended June 30, 1950, 1956, 
1957, 1958, 1959. 


An unusual aspect of the 1920-21 
contraction was the shortness of its 
duration relative to its severity. It re- 
quired only 18 months to run its 
course, a time period shorter than 
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the average of 19.9 months for the 
25 cycles since 1854.12 This seems 
to be attributable to the fact that 
price reductions were uniformly dis- 
tributed throughout the economy. 
Liquidation was extensive and thor- 
ough, and rather than feeding itself, 
eliminated weak spots. As Gordon 
states: 


Costs fell with prices. There was a sharp 
reduction in wage rates and a marked in- 
crease in labor productivity. The resulting 
decline in labor costs helped to protect profit 
margins and to restore confidence, especially 
in view of the maintenance of consumer de- 
mand.13 


The duration of the 1948-49 reces- 
sion was somewhat shorter, covering 
only eleven months from cyclical peak 
to cyclical trough. 


1923-24 AND 1953-54 RECESSIONS 


The expansion phase following the 
October 1949 trough was unusually 
prolonged, lasting 45 months vs. an 
average of 29.9 months for the last 25 
U.S. business cycles. In fact, only four 
expansion periods since 1854 had lasted 
longer and each one of these occurred 
in an abnormal period: the Civil War, 
World War I, 1933-37, and World War 


II. Similarly, it appears that the Kor- 
ean War, 1950-53, accounted in part 
fer the extended expansion phase.!4 
In contrast, the cyclical timing of the 
1921-23 expansion was more normal, 
lasting 22 months. 


The magnitude of these two reces- 
sions, unlike the first set of postwar 
contractions, was quite similar — see 
Tables 1 and 4. Inventory disinvest- 
ment was again one of the principal 
depressing forces, accounting for more 
than 100 percent of the decline in total 
investment spending during both 
downturns. New construction expen- 
ditures, on the other hand, increased 
during 1923-24 and 1926-27, acting as 
a braking force during each period. 
Another positive force was the deci- 
sion of consumers to maintain their 
expenditures at a high level despite 
declining employment and income. Ad- 
ditional tax relief, substantial demands 
for consumer durables, and the avail- 
ability of credit, all contributed to the 
stability of personal consumption ex- 
penditures.15 In addition, consumers 
during 1953-54 benefited from govern- 
ment transfer payments. 


TABLE 4 


MAJOR PRIVATE SECTORS OF GROSS NATIONAL PRODUCT 
1923-24 vs. 1953-541 


1923-24 1953-54 
Absolute Change Absolute Change 
(billions of Percentage (billions of Percentage 
Economic Indicators dollars) nge dollars) Change 
Personal Consumption 
PUMPCNGIGUEES nc ce ccd cei wees +3.3 + 6.2 +65.4 +2.3 
Gross Domestic Private 
PRVGSUMENE® 2... 5 oc ce cet cees —3.4 —19.5 —1.4 —2.7 
New Construction ............ +0.9 +10.5 +2.1 +7.6 
Producers’ Durable 
Equipment .................. —0.4 — 6.8 —1.5 —6.7 
Change in Business 
Inventories .................. —4.0 — —2.1 — 
Net Export of Goods and 
SOP CO ae a ee eee a +0.5 —_ +1.4 _ 


1. Same as Footnote 1, Table 2. 
2. Same as Footnote 2, Table 2. 
8. Same as Footnote 3, Table 2. 
Source: Same as Table 2. 
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The end of the Korean conflict, 
which played a part in the reduction 
of inventories in 1953-54, had a more 
direct influence on government spend- 
ing. The federal government reduced 
its deficit by $6.4 billion from fiscal 
1953 to fiscal 1954, or approximately 
three times the reduction in inventory 
investment. Thus it was the most im- 
portant depressant during the contrac- 
tion. During fiscal 1923-24 the influ- 
ence of the government sector was in- 
significant, its surplus increasing by 
$0.3 billion (see Table 3). 

The easing of credit by the Federal 
Reserve System was an important 
counter-cyclical force during both 
periods. The lowering of the redis- 
count rate, open market operations, 
and lower bank reserve requirements 
during 1953-54 helped to lower in- 
terest rates and thus to encourage 
borrowing and spending by both 
consumers and business. Similar ac- 
tion was encouraged during 1923-24 
by the desire of Reserve authorities 
not only to curb the contraction, but 
also to discourage foreign investments 
and thus to help Great Britain and 
Germany retain the gold standard.!® 

Prices were generally unaffected 
during these two recessions. The 
wholesale price index fell by 2.4 per- 
cent and rose by 0.2 percent in 19238- 
24 and 1953-54 respectively. Similarly 
the durations of these contractions was 
almost identical, 14 months for the 
former and 13 months for the latter 
(see Table 2). 


1926-27 AND 1957-58 RECESSIONS 


For the third time the period of 
economic expansion was more pro- 
longed in the post-World War II 
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period. From the August 1954 trough, 
the expansion phase lasted 35 months 
to the July 1957 peak as opposed to 
the 27 months from July 1924 to Octo- 
ber 1926. In part this prolonged ex- 
pansion is attributable to the exogen- 
ous influence of the Suez crises in the 
first half of 1957. 


Despite the fact that 1926-27 was 
the least severe and 1957-58 the most 
severe contraction of these respective 
postwar periods, they were both of 
modest proportions (see Table 2). The 
more substantial relative decline in 
gross domestic private investment, 
especially the producers’ durable equip- 
ment component, and the unusually 
negative influences of changes in net 
exports of goods and services, account 
for the more serious nature of the 
1957-58 recession. Although reduc- 
tions in business inventories also 
played an important role in this down- 
turn, they were a secondary rather 
than a primary cause (see Table 5).17 


Reduction in Inventory 


Inventory disinvestment, however, 
was the principal factor in the 1926- 
27 recession. The reductions in busi- 
ness inventories at this time were pri- 
marily attributable to technical rather 
than economic factors. During the 
1920’s the Ford Motor Company made 
the majority of low-priced passenger 
cars. Lagging sales in the beginning 
months of 1927 and a need to adjust to 
competition led to a decision to com- 
pletely retool. This process was quite 
cumbersome and time-consuming. Pro- 
duction was stopped and new models 
did not become available until Decem- 
ber. For the full year 1927 automobile 
production declined some 20 percent.!8 
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TABLE 5 


MAJOR PRIVATE SECTORS OF GROSS NATIONAL PRODUCT 
1926-27 vs. 1957-58! 
1926-27 1957-58 














Absolute Change Absolute Change 
(billions of Percentage (billions of Percentage 
Economic Indicators dollars) Change dollars) Change 
Personal Consumption 
PISPONGICUTES .... nceec ee nave —0.3 —0.4 + 8.6 + 3.0 
Gross Domestic Private 
PRVGSUEIOME” occ ccc ce cceccanss —1.5 —7.9 —10.4 —15.9 
New Construction ........... 0.0 0.0 — 0.7 — 19 
Producers’ Durable 
BQUIPMIENE .. 05.000 eke ce ees —0.5 —7.8 — 5.0 —17.9 
Change in Business 
Prventovies ........ 2.6 cccus —1.0 — — 48 — 
Net Export of Goods and 
ST COC i ee ate a eter eer +0.3 — — 3.7 —_— 


1. Same as Footnote 1, Table 2. 
2. Same as Footnote 2, Table 2. 
3. Same as Footnote 3, Table 2. 
Source: Same as Table 2. 


Actually, as Slichter points out, if 
Ford had not decided to undergo a 
major model change, it is unlikely that 
the recession would have reached any 
recognizable proportions.!® 

Even though 1957-58 was the more 
intense of the two contractions, per- 
sonal consumption expenditures held 
up better in this recession than in 
1926-27. This appears to be due to the 
fact that personal disposable income 
is now less sensitive to economic con- 
tractions than in the past. While gross 
national product declined by $0.8 bil- 
lion from 1957 to 1958, personal dis- 
posable income increased by $8.6 bil- 
lion. This relative insensitivity was 
due to the progressive structure of our 
personal income tax system, govern- 
ment transfer payments, higher wage 
rates, and the like.?° 

As in the other post-World War I 
contractions, the federal government 
made no attempt to alter its budget 
position to mitigate the decline. Thus 
in fiscal 1926-27 it again exerted a 
mildly negative influence on the level 
of economic activity by slightly in- 


creasing its surplus. Although federal 
government expenditures for defense 
did decline temporarily in the fourth 
quarter of 1957, they subsequently in- 
creased in both the defense and non- 
defense areas. This fact combined with 
a loss in revenues due to the contrac- 
tion of economic activity, resulted in a 
net shift in the budget of $4.4 billion. 
The full impact of federal counter- 
cyclical policy, however, was not regis- 
tered until fiscal 1959. And, even 
though the recession had terminated 
(April 1958), the budgetary deficit of 
$12.4 billion was an important stimulus 
‘to the recovery period (see Table 3). 


Liberalization of Credit 


The Federal Reserve, which had fol- 
lowed an easy money policy since the 
1923-24 contraction, further liberal- 
ized the credit situation during 1926- 
27. Extensive open-market purchases 
as well as lowering of the rediscount 
rate were the vehicles employed to 
achieve this objective.2! During 1957- 
58 the Reserve authorities reversed 
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their tight money policy in effect since 
mid-1955. They eased credit conditions 
by three successive reductions in re- 
serve requirements combined with sev- 
eral lowerings of the rediscount rate 
and open-market purchases.2? In each 
instance these efforts helped to limit 
the contraction and promote recovery. 
Wholesale prices, which had risen 
since mid-1955, did not level off until 
after the 1957 peak. As a result the 
index increased slightly, by about one 
percent, during the 1957-58 recession. 
Unlike the mid-1950’s, the expansion 
phase prior to the 1926 peak was not 
accompanied by an inflationary spiral. 
In fact, wholesale prices, rising from 
their 1921 low, reached their peak for 
the decade in 1925 (see Table 2). 
Despite the fact that 1957-58 was 
the most serious downturn since the 
end of World War II, it was the short- 
est in duration. In comparison to the 
19.9 month average length of contrac- 
tions since 1854, it required only nine 
months to run its course. Only three 
other contractions were shorter and 
each time they followed a major war: 
the Civil War, World War I, and World 
War II.23 The 1926-27 contraction was 
also the shortest of its respective 
period, lasting thirteen months. 


CONCLUSION 


Examination of the recessions ex- 
perienced after World Wars I and II 
reveals important similarities and dif- 
ferences. Yet the overwhelming fact 
is that the classic pattern of cyclical 
expansion and contraction has not been 
fundamentally altered in our economy. 

Generally it was the investment sec- 
tor of the economy that exhibited the 
greatest volatility. Inventory adjust- 
ments were a major negative force in 
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each contraction, usually accounting 
for close to 100 percent or more of the 
decline in gross domestic private in- 
vestment. Producers’ durable equip- 
ment expenditures were considerably 
less sensitive than inventories. How- 
ever, they were of major significance 
in the 1920-21 and 1957-58 -contrac- 
tions. Construction expenditures stood 
up fairly well during all six contrac- 
tions. This is attributable in part to 
the great vitality in the residential 
building area. Actually, both produc- 
ers’ durable and construction expendi- 
tures were importantly influenced by 
the need to compensate for the war 
years. 

In contrast to the volatility of in- 
vestment spending, personal expendi- 
tures were a significant stabilizing 
force during each contraction. The 
evidence indicates, however, that con- 
sumers were better able to resist re- 
cessionary forces after World War II 
than following World War I. Auto- 
matic stabilizers, together with other 
structural changes in our economy, ac- 
count for this difference. The net ex- 
port of goods and services, the last 
major component of aggregate private 
spending, had its greatest impact in 
1920-21 and 1957-58, and each time it 
exerted a negative influence. 


Points of Difference 


The government sector as repre- 
sented by the federal budget offers 
vivid contrasts. During the 1920’s the 
government sought to achieve a bal- 
anced budget regardless of the level of 
economic activity. Thus, with small 
surpluses being earned in every year 
from 1920-27, its influence was neg- 
ative during all three post-World War 
I recessions. Following World War II, 
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however, the federal government 
sought to adjust the budget, within 
limits, to ease periods of economic con- 
traction. During 1948-49 and 1957-58, 
its influence in this direction was sig- 
nificant. On the other hand, changes 
in military requirements following the 
Korean War caused it to be a major 
negative force in 1953-54. 

Price level movements also repre- 
sent a major point of difference. 
There is nothing in the post-World 
War I period to compare with the 
sharp deflationary spiral of 1920-21. 
Moreover, wholesale prices rose slight- 
ly during 1953-54 and 1957-58, in con- 
trast to declines in 1923-24 and 1926- 
27. In regard to cyclical timing, each 
contraction after World War II was 
shorter than its counterpart after 
World War I. In addition, the expan- 
sion phases preceding these contrac- 
tions were appreciably longer in the 
post-World War II period. In part, 
this is explained by the exogenous in- 
fluences of the Korean War and the 
Suez crisis. 

Except for the statements in the 
initial paragraph of this section, the 


evidence, in the author’s opinion, does 
not warrant any further firm conclu- 
sions. However, it may be helpful in 
gauging the future course of the busi- 
ness cycle in our economy to make 
some additional observations. First, 
Wwe can reasonably predict no recur- 
rence of the sharp deflationary price 
spiral of the 1920-21 variety. Second, 
the ability of consumers to withstand 
economic contractions has been mate- 
rially improved. Third, we can expect 
the federal government to employ its 
fiscal and monetary powers, within 
limits, as etfective counter-cyclical 
tools. Thus it appears that our econ- 
omy is less volatile than in the past. 
At the same time, it is unrealistic to 
assume that there is no possibility of 
a serious contraction in the future. 
For example, a significant reduction 
in military spending, coinciding with 
substantial reductions in the produc- 
ers’ durable equipment and construc- 
tion expenditure areas, could conceiv- 
ably produce a recession of more pro- 
nounced magnitude than we have so 
far experienced since World War II. 
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ee Tyranny of the Strike: 1859 


The excesses of which the Trades’ Union, or at least members of it, are 
becoming guilty, cannot fail, if persevered in much longer, to produce a 
very serious revulsion of feeling on the part of the public against these 
combinations. We have been always ready to support the fair claims of 
labour to all the advantages to which increased demand entitled it. ... 
But in the case of labour, as in the case of wheat and sugar, the fluctuations 
of price must rest upon natural causes, upon variations in the relation of 
supply and demand, and not upon the will and caprice of those who have to 
supply the demand. There is no error so great in commerce, nor one which 
is so quickly punished by failure, as when the dealers in an article combine 
to keep up its price against the natural tendency of an increased supply, 
to a decline. But when this effort is extended from inanimate to animate 
objects, from wheat or sugar to the labour of man, and when, in addition, 
man is to be treated not as if he were a rational being, capable of judging 
for himself, but as if he were an inanimate object to be sold or kept as best 
suited the speculative notions of a dealer, then it becomes a matter of 
tyranny of the grossest and worst character. It is really too much to 
know that the whole course of legislation for many years past has been to 
destroy the monopolies of capital and property .. . and then to find that 
this is the class, which more than any other is disposed not only to impose a 
monopoly upon society, but in order to gain that end, to exert a severe 
tyranny upon fellow-workmen. 


The Economist, September 17, 1859. 
Reprinted by permission of the editor. 


























THOMAS C. CAMPBELL 


Marketing 


of Public Utility Services 


Effective sales promotion in a service industry: 


present methods of demand creation, and 


the estimating of fulure wants and needs 


Marketing of utility services is one of 
the least discussed phases of economics. 
Rarely have textbooks in public utility 
economics devoted more than a few 
paragraphs to marketing problems. 
The same has been true of marketing 
courses offered in universities and of 
the textbooks used in the various 
phases of marketing. It has apparent- 
ly been assumed that utility services 
will be bought without any promotion- 
al or marketing efforts by the produc- 
ers. To a great extent, this is true; 
but this does not necessarily mean that 
sales will increase as rapidly with no 
marketing efforts as under a sound 
marketing program or that promotion 
of certain sales might not be extreme- 
ly desirable and increase the operat- 
ing efficiency of the company provid- 
ing the service. 

Many methods of demand creation 
are used in marketing of non-utility 
products. Some have also been used 


successfully in stimulating demand for 
the various utility services. In order 
to avoid the necessity of defining mar- 
keting and other related terms which 
do not have the same meaning in all 
discussions, marketing in this paper is 
considered in a broad sense to include 
all efforts of a company to increase 
sales faster than normal increases 
would occur as a result of population 
and industrial growth, and the growth 
that would take place without regard 
to any efforts to stimulate sales on 
the part of the companies providing 
the utility services. The utilities have, 
as a rule, been experiencing increased 
sales, and many of these increases have 
not been related to promotional or sales 
efforts by the companies. This discus- 
sion examines the electric power, nat- 
ural gas, and telephone industries. 
Much that applies to them is likewise 
applicable to the others. However, the 
transportation industries, city water 
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systems, telegraphs, radio and televi- 
sion industries have problems not com- 
mon to all of the utilities. 

Historically, utilities have spent 

smaller portions of their annual rev- 
enue for sales promotion than have 
most other major industries. This is 
easily understood for such periods as 
the years immediately following World 
War II when many of the companies 
were prevented because of inadequate 
facilities from providing the services 
demanded by customers regardless of 
promotional efforts by the companies. 
But marketing expenses of utilities 
have continued to be low in comparison 
with such expenses by other industries 
even after the companies have been 
able to expand their productive facil- 
ities to the extent that additional sales 
are highly desirable. James H. Collins, 
in an article on selling telephone serv- 
ice, stated: 
For seventy odd years it(the telephone busi- 
ness) was considered to be strictly an engi- 
neering business, and then suddenly it came 
out with color and found that it could sell and 
train employees to sell, and it has not been 
the same since.! 

Electric and gas companies have 
been spending little more than one- 
half of one per cent of their gross 
revenue on advertising. One utility ex- 
ecutive has been quoted as referring 
to advertising expenses as a “very 
small expense for a great return” and 
saying, “if the expense were eliminated 
‘ , ho customer would see it be- 
cause it is only five cents on a $10 
electric bill.’”2 


Lack of Interest 


Some utility executives have shown 
almost no interest in marketing be- 
cause of the assumption that adequate 
service whenever the customer needed 
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it was the only responsibility of the 
utility company. Sales of utility serv- 
ices were considered largely if not 
exclusively an engineering problem. 
Other executives, particularly in re- 
cent years, have recognized that pro- 
motional efforts were effective in stim- 
ulating sales and that it was extremely 
desirable to have these sale increases 
along with the growth resulting from 
factors outside the utilities. 

The lack of interest in sales promo- 
tion by certain utility executives has 
existed in spite of the fact that pro- 
motional expenses are considered by 
regulatory commissions as legal 
charges or expenses for both rate-mak- 
ing and tax purposes. This had long 
been assumed by many companies and 
commissions and was affirmed by the 
United States Supreme Court in 1935. 
In a concurring opinion, Justice Stone 
said: 

I know of no constitutional principle upon 
which the expenditure (for new business) 
must be taken from the pockets of the patrons 
of the present business ...The record does not 
suggest that the expenditure for new business 


was necessary to prevent shrinkage of the 
present business. . 3 


The statement of Justice Stone im- 
plied that expenditures designed to 
promote new business rather than to 
protect the existing business should 
be taken from company profits. The 
majority opinion which has become the 
accepted view is clarified in the follow- 
ing quotation from the decision: 


A business can never stand still. It either 
grows or decays. Within the limits of reason, 
advertising or development expenses to foster 
normal growth are legitimate charges upon 
income for rate purposes as for others.* 


Since the 1935 decision there has 
been no question as to the propriety 
of having promotional costs included 
along with other expenses for rate- 
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making purposes. Presumably, exces- 
sive expenditures for sales promotion 
are not included. However, this fact is 
of little or no significance, as it would 
be rare to find a utility company that 
would have excessive promotional ex- 
penses even if these expenses were 
doubled or possibly tripled. Yet the 
fear that regulatory commissions will 
look with disfavor on advertising or 
selling expenses by utilities remains 
and has apparently been a factor in the 
reluctance of utilities to incur substan- 
tial promotional expenses. This is true 
despite the fact that no commission in 
recent years has refused to approve 
an increase in rates because of alleged- 
ly too many marketing expenses. In 
early years of utility regulation some 
objections were made. But utility reg- 
ulation is now firmly established, and 
the commissions have acquired a ma- 
ture attitude toward such established 
business practices as advertising in 
order to increase sales. There is no 
indication or reason why a regulated 
industry should not make every reason- 
able effort to benefit from new develop- 
ments in marketing that are used so 
effectively in many non-utility indus- 
tries. 


Market Peculiarities 


The utilities sell services rather than 
commodities such as those sold by most 
non-utility industries. These services 
cannot be stored; they are intangible, 
and likely to be taken for granted by 
most customers. The services are de- 
livered directly to the users. There- 
fore, the channels of trade are short, 
and many of the marketing functions 
applicable to other industries are not 
related to the utilities. In some in- 
stances, particularly the telephone, the 
equipment is used by the customer who 


is the actual consumer. The service 
comes to the customer over company 
property. When service is interrupted, 
the customer deals directly with the 
producer. Therefore the quality of cus- 
tomer contacts has always been ex- 
tremely important; many executives 
have depended upon good customer 
relations through contacts between the 
company employees and the customers 
as the only necessary or desirable form 
of sales effort. With the telephone 
company, this type of employee-cus- 
tomer contact is exceptionally impor- 
tant because of frequent requests of 
telephone users for aid from the opera- 
tors in completing calls. 


HISTORICAL ASPECTS 


When the utilities first began ex- 
panding to such an extent that most 
of the people in certain areas were 
using them, a major problem was to 
acquire franchises so that the compa- 
nies could become the exclusive sellers 
within the areas served. There was 
the problem of acquiring franchises to 
serve new areas before a competing 
company could obtain the franchise. 
Consequently, much of the interest of 
companies was directed toward extend- 
ing the areas served rather than de- 
veloping new sales within the areas 
covered by the franchise or franchises 
already held. Many of these extensions 
were unprofitable for long periods of 
time, with the result that profits were 
often lower following the acquisition 
of new franchises than they would 
have been if the sales efforts had been 
directed toward new sales within the 
areas already served. 

Some extensions to customers not 
formerly served within areas covered 
by existing franchises were unprofit- 
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able. At the same time, companies 
urged by potential customers and by 
the regulatory agencies to serve new 
customers, often with little hope of 
receiving enough additional revenue to 
justify the further investment outlays, 
expanded their services into more and 
more territories. Public opinion, par- 
ticularly reflected in newspaper edito- 
rials, was often critical of the slowness 
of utility companies in extending their 
lines into rural areas and to small 
towns long distances from the cities. 
In many instances the outlook for prof- 
itable service even with the best known 
sales promotion was discouraging. That 
many of these areas have later grown 
into territories of profitable customers 
does not alter the fact that for years 
the utility companies provided services 
to certain customers at losses which 
had to be borne by other customers. 


APPLIANCE MERCHANDISING 


In order to increase consumption of 
utility services, some of the gas and 
electric companies began selling vari- 
ous appliances. If sellers of appliances 
had pushed sales vigorously in all or 
nearly all areas served by gas and 
electric companies, it is doubtful that 
the utilities would have become so 
widely involved in merchandising ap- 
pliances. Few, if any, of the early com- 
panies expected to make significant 
profits from appliance sales. The pri- 
mary objective was to increase the 
number of appliances used by cus- 
tomers already on the lines of the util- 
ities and to increase their profits 
through greater consumption of the 
utility services as a result of the in- 
crease in the use of appliances by cus- 
tomers. 

In some instances, sale of appliances 
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became surprisingly profitable. They 
were displayed so that customers who 
paid their bills at the utility offices 
could see the appliances and have them 
demonstrated. Employees who visited 
customers for various reasons were 
able to encourage them to buy certain 
appliances by explaining the advan- 
tages of having such machines in the 
home. Since the company offices had 
the names and addresses of nearly 
everyone residing within the area 
served, advertising folders could easily 
be mailed to all customers. 

Soon after the utilities became firmly 
established appliance sellers, indepen- 
dent dealers began organizing cam- 
paigns to oppose such sales. Claims of 
the independent dealers were often 
exaggerated, as few utility companies 
ever earned high enough profits to off- 
set losses from their utility sales and 
seldom, if ever, were utility rates 
higher than otherwise necessary in 
order to offset loss incurred from sales 
of appliances. However, bills were in- 
troduced in several state legislatures 
to prohibit merchandising by the com- 
panies, but few laws were passed, and 
several court decisions seem to indicate 
that utility companies are not prohib- 
ited by law from merchandising appli- 
ances.5> Most states, however, do not 
permit losses from merchandising to be 
considered as expenses for rate-making 
purposes, and the two types of business 
(selling services and selling appli- 
ances) must be completely separate 
when determining utility rates. 

Telephone companies do not have 
the problem of encouraging customers 
to purchase appliances as the compa- 
nies, not the customers, own the tele- 
phone. However, electric and gas com- 
panies continue merchandising even 
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though many individual companies 
have discontinued the practice. About 
a third of the electric companies are 
currently doing some merchandising. 
Few, if any, have initiated merchandis- 
ing since World War II. Some of the 
companies make modest profits from 
appliance sales and have indicated no 
intention of discontinuing them. 


Evolution of Utility Rates 


Rates of all utilities have gone 
through a long period, evolving slowly 
into the existing structures. For many 
years there were no meters; no method 
existed to determine the quantity used 
by each customer. Electric companies 
in some instances charged rates on the 
basis of the number of lamps in the 
home. As lighting was the principal 
use of electricity for so long, establish- 
ing rates according to the number of 
lamps was not as unsatisfactory as it 
might now seem. Flat rates were used 
in some cases even though they had 
the very definite disadvantage of en- 
couraging wasteful practices by cus- 
tomers. 

In later years most utilities have de- 
signed rate structures that encourage 
greater consumption by the customers. 
These rates are not used solely for the 
purpose of increasing sales, as a cer- 
tain minimum of company property 
has to be used even by customers using 
the smallest quantities of service. 
Often no further expenditure by the 
company is required to offer much 
larger quantities of service to the cus- 
tomers. Therefore rates designed to 
encourage greater use of the service 
through charging lower unit rates for 
large sales can be justified on the basis 
of cost differences. While it is difficult 
to determine the influence of rate 


structures on the level of sales and 
sales promotion, few would disagree 


.that it has been a significant factor in 


encouraging customers to purchase 
appliances and to make greater use of 
utility services in various ways. 


COMBINATION COMPANIES 


One of the most interesting facets of 
utility marketing has been the prob- 
lems arising when the same company 
sells both electricity and natural gas 
in the same communities. In some 
cases, electric companies own urban 
transportation systems. Several elec- 
tric companies which once owned the 
street railway systems have sold their 
transportation interests, and buses 
have often replaced the trolley cars. 
Marketing problems have arisen in 
companies that own the gas and elec- 
tric services because of the competi- 
tion between the two. 

A combination company providing 
both gas and electricity must decide 
what phases of the services are to be 
promoted. The company can promote 
all types of service including the uses 
of appliances which can be either gas 
or electric, such as clothes dryers, wa- 
ter heaters, home heating units, and 
ranges. Another policy that apparently 
has been followed by some companies 
is the vigorous promotion of use of 
both services where there is little or 
no competition (such as lighting and 
the use of electric motors) and less vig- 
orous, or no, promotion of competitive 
uses ( such as clothes drying and cook- 
ing). Sales of the appliances are, how- 
ever, promoted by the appliance manu- 
facturers and retailers. 

One aspect of sales promotion in the 
combination companies is related to 
investment in the company facilities. 
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If promotion of one, either gas or elec- 
tricity, should lead to substantial in- 
creases in sales at the expense of the 
other, the service which has suffered 
a decrease in sales had unused capac- 
ity, while the other service possibly 
requires greater capacity which, in 
turn, requires additional investment. 
With most combination companies, this 
has been less of a problem than might 
first appear to be the case because of 
the tremendous growth in energy re- 
quirements of the nation, with the re- 
sult that companies have had to 
enlarge their capacities to provide both 
services. In such cases, any loss in 
sales as a result of promoting specific 
uses has been more than offset by the 
general increases in needs for both 
gas and electricity. 


The Problem of Sales Promotion 


At the same time, there probably has 
been less effort toward sales promotion 
in certain instances than there might 
have been if there were fewer combi- 
nation companies. In areas where sales 
of gas and electricity have increased 
less than the national average, this has 
been a problem. Likewise, it has been 
rather awkward for combination com- 
panies to advertise the advantages of 
one service over the other, such as 
home cooking, when these companies 
sell both gas and electricity. If, how- 
ever, sales of both are increasing as 
rapidly as the combination company 
can provide the additional service, pro- 
motional expenses are not needed. But 
promotional expenses can influence the 
rate of growth in consumption of either 
gas or electricity, and it might be de- 
sirable to push one more than the 
other. This might be true if the cost 
of one is rising faster than that of the 
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other, so that it might be advantageous 
to push the low-cost one even if this is 
done at the expense of the other. One 
word of caution should be expressed 
at this point. The problems of adver- 
tising encountered by combination com- 
panies are those associated with the 
organization of the firms and not of 
marketing. The usefulness of promot- 
ing sales of the service is as real to 
these companies as to others. There- 
fore, it is the function of each firm to 
direct its marketing efforts so as to 
acquire the greatest benefits rather 
than fail to enjoy the benefits that 
might be derived from a carefully 
planned and well executed marketing 
program. 


ANNUAL LOAD FACTOR 


Every company is interested in im- 
proving its annual load factor, which 
is the ratio expressed in percentage of 
the average load to the capacity of the 
plant. All of the utilities experience 
daily, seasonal, and annual peaks in 
the demand for their services. Al- 
though this basic problem is in no sense 
unique with the utility industries, cer- 
tain inherent characteristics of the 
utilities have made adjustments to de- 
mand conditions more difficult than in 
many industrial enterprises. Since the 
utilities provide services rather than 
tangible commodities, they are unable 
to store the service in times of low 
sales to be used later as required to 
meet customer demands. Therefore 
utilities must maintain plant capacities 
great enough to meet the peak demands 
of the customers. Consequently, un- 


used capacity will exist at other times. 
Many of the variations in customer 
requirements are beyond the influence 
of the companies: gas requirements for 
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home heating vary because of tempera- 
ture changes from day to day and from 
season to season. 

Utility companies have been con- 
scious of this since the very beginning 
of such services and have attempted 
to promote sales that lead to increased 
use of the services at times other than 
those of peak requirements. If this can 
be done, additional revenue is received 
without having to expand plant capac- 
ity. Since investment requirements for 
utilities are extremely high for any 
expansion of capacity, it is very de- 
sirable to find ways of providing 
greater service with existing plans. 
For example, if natural gas companies 
can promote sales of gas refrigeration 
and air conditioning which are used 
much more in the summer than in 
winter, the same facilities that pro- 
vide gas for home heating in the win- 
ter can be used to provide it for air 
conditioning in the summer. Addition- 
al costs incurred by the companies as 
a result of greater summer sales will 
be substantially lower than similar 
sales increases in the winter months. 
Likewise, increases in telephone use in 
the evening can be provided for at 
lower cost than would be the case if 
the same increases were to take place 
in the busiest of the morning hours. 
Electric companies find that combina- 
tion home furnace and air conditioning 
units are very desirable from the com- 
pany point of view because the home 
requires electricity for the two uses 
at different seasons of the year. Costs 
incurred by the company in providing 
this electricity are less than would be 
necessary to have all of this electricity 
consumed for one use only. In general, 
all companies are interested in increas- 
ing sales or revenue without increasing 


capacity. Such sales are considerably 
more desirable than those resulting 
from increased capacity. 


Alternative Uses 


Furthermore, as consumption of 
electricity for a specific use increases, 
it is very desirable to promote another 
use that has different peaks. For ex- 
ample, use of air conditioning by both 
commercial and residential customers 
is increasing rapidly even in the north- 
ern part of the country. For many 
years, sales of electricity were low in 
summer with peak loads at other sea- 
sons. This was true largely because of 
lighting being such an important func- 
tion, particularly during the short days 
of winter. As late as 1957, only 30 per- 
cent of the electric power companies 
had peak sales in the summer. By 1958, 
this percentage had increased to 41, 
when 60 percent of the electric utilities 
throughout the nation reported that 
summer sales were growing more rap- 
idly than those of winter.® 

While the increased use of air condi- 
tioning has, to some extent, been influ- 
enced by sales promotional efforts of 
the power companies, this is unlikely 
to have been the major factor. Even 
in the northeastern section of the coun- 
try, several companies have experi- 
enced annual peaks in the summer. 
Developing air conditioning was ex- 
tremely desirable for most electric 
companies when their peak demand 
was in seasons other than summer. 
With rapid growth of air conditioning, 
promotion of other uses becomes equal- 
ly desirable. Currently, electric heat- 
ing is being promoted and is desirable 
as an offset both to the summer peak 
caused by air conditioning and to the 
daily peaks that come in all seasons. 
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This is because of the fact that the 
maximum demand for heating is be- 
tween 7:00 and 8:00 a.m., earlier than 
peak demands for other uses and for 
the general system peaks. Therefore 
heating is desirable because it im- 
proves both the annual and the daily 
load factor. With most heating used 
at off-peak hours, cost of providing 
electricity for this use is low. Conse- 
quently, promotion of electric heating 
will possibly reduce the cost of elec- 
tricity far more than the actual amount 
spent on such sales promotion. Should 
sales of gas air conditioning be devel- 
oped further, most of the gas com- 
panies could supply the gas without 
having to increase capacity because of 
the extremely wide variations in resi- 
dential consumption of gas from the 
winter to the summer season. 


Stability of Consumption 


Companies have long been aware 
that some customers are more desir- 
able from the company point of view 
than are others. For example, con- 
sumption of electricity for residential 
purposes is more stable from one phase 
of the business cycle to another than 
that for any other class of customers. 
Consequently, electric power compa- 
nies prefer to have as large a portion 
of their sales as possible in the residen- 
tial market. This, however, does not 
mean that any company is uninter- 
ested in other customers or in acquir- 
ing additional industrial or commercial 
users. But it does mean that as a com- 
pany’s sales increase to other classes 
of customers, the company will have 
greater incentive to promote sales to 
residential customers in order to have 
as much stability in its business as is 
reasonably possible. Each utility com- 
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pany wishes to increase the percentage 
of its total sales from the most stable 
markets. Therefore, substantial ex- 
penditures for advertising and promot- 
ing sales of home appliances that will 
use electricity is often far more im- 
portant to a company than the actual 
increase in consumption of electricity 
might appear when considered only in 
the light of additions to total sales. 
This is one of the purposes of the 
Live Better Electrically Program be- 
ing sponsored by the Edison Electric 
Institute. 

The widely known means of sales 
promotion used in various non-utility 
industries are often better suited to 
residential than to other classes of 
customers. Advertising through the 
various media such as newspapers, 
magazines, radio, and television is ef- 
fective in stimulating sales of appli- 
ances which will stimulate sales of the 
utility services. To a limited extent the 
electric, gas and telephone industries 
have made effective use of these ad- 
vertising media. However, much more 
could have been done and undoubtedly 
will be done in the future. 


Very likely one of the reasons for 
not making greater use of the usual 
advertising media, especially in the 
years immediately following World 
War II, was the limited capacity of 
many companies that were unable to 
provide additional services to custom- 
ers as the additional service was being 
requested. To advertise for the pur- 
pose of stimulating sales when a com- 
pany was unable to meet current 
demand would have been illogical, par- 
ticularly in the minds of customers. 
Intensive advertising under such cir- 
cumstances would probably have done 
little good and might even have created 
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ill will. Since most utilities have been 
able to substantially increase their fa- 
cilities, they are able to serve more 
customers and to provide more service 
to customers of long standing. There- 
fore, effective means of sales promo- 
tion, including various means of adver- 
tising, will be used to stimulate total 
sales, especially in the most stable mar- 
kets, and to increase the annual load 
factor of each company. Such sales 
promotion programs will undoubtedly 
be effective unless the nation experi- 
ences severe economic recessions. 


AREA DEVELOPMENT 


One of the most interesting pro- 
grams of several utilities has been di- 
rected toward improving the incomes 
of people and businesses in the area 
served by the company. Such a pro- 
gram benefits the company indirectly, 
as its sales and future sales are influ- 
enced by the level of incomes of the 
area. Railroads had area-development 
programs before utility companies 
showed interest in such programs. In 
the 1930’s, several electric power com- 
panies initiated programs of area or 
community development. Most of these 
programs were actually new-industries 
programs as their main emphasis was 
on encouraging new industrial organi- 
zations to locate within the area served 
by the company. Some of the pro- 
grams, however, were somewhat 
broader and were designed to cooper- 
ate with existing agricultural organi- 
zations and local chambers of com- 
merce in helping these agencies to do 
their work more effectively. Officials 
of utility companies often assumed 
leadership roles in organizing area- 
and community-development organiza- 


tions where such had not existed for- 
merly. 


Effectiveness 


The effectiveness of these programs 
is difficult to evaluate with definite 
assurance of accuracy. There are, how- 
ever, many instances where someone 
associated with utility area-develop- 
ment programs has cooperated with 
new commercial and industrial organi- 
zations that have opened plants within 
the territories served by companies en- 
gaged in these programs. It is not 
known how many of these business 
enterprises would have come into the 
areas had the utilities not been en- 
gaged in these programs. However, 
one observation that seems to be rea- 
sonable and probably too modest is that 
the utilities have not spent large sums 
of money on these programs and that 
their efforts when compared to ex- 
penses have been quite successful. One 
of the methods used by utilities to aid 
new plants is to take options on land 
that might be suitable for industrial 
sites. The sums of money involved are 
seldom large, and they are returned to 
the utility company when the land is 
purchased by the new plant. 

There possibly are some areas of the 
country in which it might not be de- 
sirable to stimulate industrial or popu- 
lation growth, as the utilities serving 
these areas might be so large that fur- 
ther increases in consumer demand 
might lead to no greater and possibly 
less efficiency. Yet there will be 
growth in spite of what a utility firm 
might do or desire. For others, how- 
ever, it is often highly desirable to 
have an area-development program. 
This is particularly true of thinly popu- 
lated areas. Therefore to encourage 
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growth might enable the company to 
better serve those who are already re- 
ceiving the service. This is true despite 
the fact that it is often difficult, and 
seldom possible, to determine how ef- 
fective area-development activities of 
the utilities have been. 


THE OUTLOOK 


As incomes have been rising as well 
as prices in general, the utilities have 
received smaller and smaller portions 
of the consumer income. To some ex- 
tent, this is due to the fact that utility 
prices have risen less in the past 
twenty years than prices of most other 
commodities and services. This has 
been the case since, for as consumers 
increase their use of both gas and elec- 
tricity, they receive the additional serv- 
ice at lower unit prices. The reason is 
the block system of rates used in these 
industries: customers consuming small 
amounts pay higher unit rates than 
those using more. For example, the 
rate per thousand cubic feet of gas is 
considerably higher for a customer 
who uses two thousand cubic feet per 
month than for a customer who uses 
50 thousand cubic feet in the same pe- 
riod of time. Therefore customer bills 
for these utilities do not increase as 
fast as their consumption increases. 
However, the explanation is due in 
part to the greater degree of market- 
ing effort by the sellers of non-utility 
items. Utility executives have little 
reason to regret the loss accounted for 
by the stability in utility prices, as 
this has been a distinct contribution 
to society. The loss because of lack of 
aggressiveness in marketing is quite 
different, and it is the phase that will 
undoubtedly receive more attention. 
The various utility industries will like- 
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ly assume a more aggressive role di- 
rected toward increasing sales as both 
population and individual incomes rise. 


An Improved Load Factor 


Another major emphasis in utility 
marketing will be greater interest in 
developing off-peak or off-season busi- 
ness to improve the load factor of each 
company and to secure the maximum 
compensatory revenue from existing 
plants. As newer appliances are devel- 
oped and greater use is made of the 
more recently developed ones in great- 
er numbers of homes, the load factor 
will improve. Greater research in de- 
veloping such appliances as gas air 
conditioners and refrigeration units as 
well as certain electric appliances will 
improve the load factor of those indus- 
tries. Greater uses of telephones in 
homes and business will do the same 
for the telephone industry. 


Domestic Planning 


Working more closely with archi- 
tects and interior decorators is a form 
of indirect sales promotion that will 
be effective; it applies to all utilities 
as it is very important for each of 
them. Designing homes with the most 
effective lighting, heating, location and 
various types of appliances, conven- 
ience of telephones to fit in with color 
and design of rooms will become even 
more important than most utility ex- 
ecutives anticipated in the past. Great- 
er general interest in convenience in 
the home and at work is an important 
factor in the future of utility as well 
as other sales developments. Those 


associated with utility marketing will 
undoubtedly learn more about what 
can be done and will find that sales 
promotion is an important and pro- 
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ductive phase of the operation of each 
industry and each company within the 
industry. This means that the utilities 
are enlarging their basic objective of 
providing a vital service as requested 
to include helping their customers im- 
prove the attractiveness of their homes 
and, at the same time, add certain con- 
veniences that homes do not now have. 
Telephones of different types and col- 
ors throughout the house that will en- 
able the housewife to answer the door 
bell without going to the door will be 
both a convenience and a safety fea- 
ture of the home. Improvements in 


colors and designs of lamps, heating 
and cooking facilities and other gas 
and electric domestic equipment will 
be designed to make homes more 
attractive at the same time that ef- 
ficiency and usefulness are being in- 
creased. In general, marketing of 
utility services has now and will in- 
creasingly become a part of 


the broad merchandising problem which is 
presented by the increasing number of young 
people (who have not yet acquired a set pat- 
tern of spending or brand loyalties), the 
growing fund of discretionary dollars, the 
rising importance of both the replacement 
and luxury markets and the bewildering va- 
riety of products for sale.7 
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EDITOR’S NOTE: Evidence that at least one utility company was alive to 
the possibility of selling appliances to the customer is found in this adver- 
tisement of the National Commercial Gas Association of New York, in the 
Ladies’ Home Journal, January, 1915: “I did shop early,” says Nancy Gay, 
“and it didn’t take me long to pick out just the most delightful gifts for 
everyone. A gas iron for mother, a gas hot-water heater for George’s folks, 
a gas heating stove for grandma — indeed, it would surprise you to know 
all the lovely, useful Christmas gifts that can be purchased at the gas 


office.” 
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The GATT Negotiations of 1960 


Present negotiations for strengthening the 


economic alliance of the western world 


through liberalization of existing trade policies 


In September, 1960 representatives 
of thirty-seven nations, the contracting 
parties to the General Agreement on 
Tariffs and Trade (GATT) will meet 
in Geneva for their fifth round of tariff 
negotiations in the past fifteen years. 
These countries, which include the 
United States, Canada, Western Europe 
and Japan, carry on four-fifths of total 
world trade. Their meeting at this 
time holds special significance for the 
United States. To begin with, for the 
first time in post-war history, western 
Europe is no longer plagued by a dollar 
shortage. Indeed it is the United States 
which had been facing a balance of 
payments in the past few years (see 
“The Changing International Position 
of the Dollar,” Business Topics, Win- 
ter, 1960). Consequently our represen- 


tatives will be able to press vigorously 
for the lifting of quota restrictions 
against dollar imports as well as for 
important tariff concessions. Second, 
the impending formation of two region- 
al groupings within Western Europe! 
threatens to divide the western alli- 
ance, and the forthcoming negotiations 
may serve to reconcile the position of 
the two groups. Furthermore, since 
the European Common Market will 
soon start to discriminate against im- 
ports from “the outside” our represen- 
tatives will attempt to minimize the 
effect of such discrimination on Ameri- 
can exports. 


THE GENERAL AGREEMENT 


This paper will provide general back- 
ground to forthcoming negotiations. 
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After considering certain principles of 
GATT and appraising the problems 
mentioned in the last paragraph, it will 
examine the history of and the philos- 
ophy behind United States participa- 
tion in the General Agreement. 

In 1947, representatives of twenty- 
three nations met in Havana to con- 
sider the future of international trade 
in the postwar period. Their delibera- 
tions produced a document, known as 
the Havana Charter, which laid down 
certain ground rules for the conduct of 
trade among nations. They also rec- 
ommended the formation of an Inter- 
national Trade Organization (ITO) to 
promote free multilateral trade. Since 
the parliaments of most nations repre- 
sented at Havana (including the United 
States Congress) failed to ratify the 
proposed ITO, that organization never 
came into existence. Instead, all inter- 
ested nations contracted the General 
Agreement on Tariffs and Trade which, 
by virtue of its informality, did not 
require special legislative approval. 
The United States is a member of 
GATT under authority provided (im- 
plicitly) in the Trade Agreements 
Legislation to be discussed in a subse- 
quent section. 

It is the main function of GATT to 
provide a framework for multilateral 
negotiations for mutual tariff conces- 
sions. Although exchanged on a prod- 
uct-by-product basis, these concessions 
have already had far-flung effects since 
they cover over half of total free-world 
trade. (Previous GATT negotiations 
were held in 1947, 1949, 1951, and 
1956.) 


Rules For International Trade 

When forming their organization, 
the contracting parties to GATT 
adopted most of the rules embodied in 


the Havana Charter. While these pro- 
visions cover the entire spectrum of 
trade relations, two of them are par- 
ticularly relevant to this discussion 
and will be considered presently. 
Prohibition of Import Quotas. First, 
the charter prohibits the use of import 
quotas except for coping with balance 
of payments difficulties. Implicit in 
this prohibition is a clear preference 
for tariffs over quotas as a means of 
protection from import competition. 
Quotas constitute direct restrictions on 
the quantity of commodities imported 
into a country. Thus they represent 
a more severe interference with the 
free market mechanism than do tariffs. 
Furthermore, since they must be ad- 
ministered by a government agency, 
which allocates them between sources 
of supply, between importers and over 
time, they leave considerable leeway 
for arbitrary administrative judgment. 
Originated in Europe during the 
1930’s, quota restrictions were widely 
used in the postwar period primarily 
for balance of payments reasons. Be- 
cause of the shortage of dollars, they 
were applied with particular severity 
against imports from the United States 
(in the United States the use of quotas 
is limited to “problem commodities” 
such as certain agricultural products). 
Now many European countries are no 
longer plagued by balance of payments 
deficits. They have accumulated con- 
siderable amounts of gold and dollar 
reserves (the counterpart of our recent 
balance of payments deficits), and were 
able to establish non-resident converti- 
bility. Consequently, they are gradu- 
ally relaxing these quota restrictions. 
The United States can be expected to 
press for a more complete elimination 
of import quotas in the near future. 
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Unconditional Most Favored Nation 
Principle. Second, the contracting 
parties have adopted the unconditional 
most favored nations principle. This 
principle means that any tariff con- 
cession granted by country A to coun- 
try B must automatically be extended 
to all other members of GATT. It dif- 
fers from the conditional most favored 
nation clause in that the latter prin- 
ciple would require a third country to 
grant A an “equivalent concession” 
before it can enjoy the concession 
granted to B. 

On the face of it the conditional 
clause may appear more equitable. Why 
should third countries be free riders 
on a mutual concession exchanged be- 
tween A and B? But upon reflection 
on the practical problems involved in 
administering it, the unconditional 
clause appears distinctly superior. Sup- 
pose the United States granted the 
United Kingdom a tariff concession on 
bicycles in exchange for a British con- 
cession on automobiles. Under the con- 
ditional clause, it would grant France 
the same concession only upon receipt 
of an “equivalent concession.” But 
France may not be a large bicycle ex- 
porter, and therefore may not want to 
open its automobile market to Ameri- 
can competition in return for a meager 
bicycle concession. The equivalent 
French concession, and that of all other 
third countries, would thus become a 
subject of lengthy negotiation. If the 
parties failed to reach agreement, the 
United States would have two tariff 
rates on bicycles: one on those im- 
ported from countries with which an 
agreement was made and another on 
those coming from all other sources. 
The multiplicity of rates would further 
complicate the administration of tariffs 
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and the conduct of trade. 

It appears that the unconditional 
clause, which has been practiced by 
the United States for a long time, is 
both non-discriminatory and easy to 
administer. Furthermore, methods 
have been developed to cope with its 
inequitable features. One such method 
is the negotiation of each concession 
with the major source of supply. If 
more than one country is a major sup- 
plier of a specific commodity, mutual 
negotiations can be conducted simul- 
taneously with all suppliers. A second 
method involves the classification of a 
commodity into two or more sub-cate- 
gories (according to certain predeter- 
mined features) and the application of 
the proposed concession only to the 
sub-category originating in the other 
country. Germany once granted a tariff 
cut on imported cows which were 
grazed at 5,000 feet above sea level in 
order to confine the concession to 
Switzerland and exclude the low coun- 
tries. 


Exceptions to the Rule. GATT sanc- 
tions three main exceptions to the un- 
conditional most favored nation rule. 
First, two or more members are per- 
mitted to form a customs union: to 
abolish trade restrictions among them- 
selves and establish a common and uni- 
form tariff against outsiders. To quali- 
fy under this exception to the non- 
discrimination rule, all barriers to trade 
must be abolished within the area, and 
the outside tariff may not exceed the 
average level of the integrating coun- 
tries. Second, countries may form a 
free trade area which differs from a 
customs union only in its relation to 
outsiders. It does not require a uni- 
form outside tariff and permits each 
member nation to maintain its tariff 
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rates against third countries. The 
third main exception to the rule is the 
preferential tariff system of the British 
Commonwealth. 


EUROPEAN INTEGRATION PLANS 


Recent developments in western 
Europe which are sanctioned by these 
exceptions to the most favored nation 
rule now threaten to cause a serious 
cleavage in the western alliance. In 
1957 six European nations (Germany, 
France, Italy, The Netherlands, Bel- 
gium and Luxembourg) signed a treaty 
in Rome to form the European Eco- 
nomic Community. In addition to being 
a customs union, the Community aims 
at a high degree of economic unifica- 
tion and may even lead to political 
integration. Great Britain, unwilling 
to abandon its imperial preference sys- 
tem and thus to loosen its ties with 
the Commonwealth, decided against 
joining the Common Market. But in 
order to prevent discrimination against 
non-community nations in the markets 
of the Six, the British proposed a plan 
for an all-European Free Trade Area 
which would incorporate the Commun- 
ity as one unit (for details see “Plan 
for European Economic Integration,” 
Business Topics, May, 1958). 

This plan encountered intense oppo- 
sition in some countries on the conti- 
nent. The general French attitude was 
that the British should either join the 
community or stay out completely. (In 
other words the British must decide 
whether their future lies with Europe 
or with the Commonwealth.) In part 
they feared that under the plan the 
United Kingdom would be more attrac- 
tive than the continent to American 
capital, since products manufactured 
there would have free access to Europe 


as well as preferential treatment in the 
Commonwealth. 


The Outer Seven 


But whatever the reason, the plan 
failed to materialize. Consequently, 
seven nations led by Great Britain and 
including Sweden, Norway, Denmark, 
Switzerland, Austria and Portugal de- 
cided to form a rival organization to 
the Common Market, known as the 
European Free Trade Area Association 
(or Outer Seven). Except for the fact 
that the EFTA scheme excludes agri- 
culture, it would qualify under the sec- 
ond exception to GATT’s most favored 
nation clause. 

The EFTA represents a lesser degree 
of integration than the Common Mar- 
ket and would permit Great Britain to 
retain its imperial preference system. 
It would offer the seven members some 
compensation for the discrimination 
they would suffer in the markets of 
the Community. Needless to say, both 
organizations would discriminate 
against non-European nations, includ- 
ing the United States. 

In the next GATT session, the 
United States hopes to head off the 
double threat posed by these develop- 
ments. Suggestions are currently being 
bandied about to replace the OEFEC 
(the Organization for European Eco- 
nomic Cooperation, made up of eigh- 
teen countries) by a new Organization 
for Economic Cooperation and Devel- 
opment, including North America and 
western Europe. Such an organization 
could go a long way toward cementing 
relations between the two rival unions 
(the Outer Seven and the Inner Six). 
It would however cause considerable 
anxiety among the Asiatic and Latin 
American nations who would be left 
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out. Statesmen in the latter countries 
have therefore called for the strength- 
ening of GATT as a solution to the 
problem and perhaps replacing it by a 
formal Organization for Trade Cooper- 
ation. All these ideas will undoubtedly 
be explored in the next GATT session. 


Tariff Discrimination 


With regard to tariff discrimination 
the prospects are more concrete. By 
1962, the Common Market nations hope 
to complete the first stage of their 
integration process. That means that 
intra-Community rates will be cut 30 
percent, and some headway will be 
made towards the common outside 
tariff. On the average, outsiders (in- 
cluding the United States) will face a 
30 percent discrimination when com- 
peting with European producers in the 
markets of the Six (many American 
firms are avoiding this by establishing 
branches within the Community). But 
the Community has offered to negotiate 
mutual tariff concessions in GATT with 
any interested party. Since the Ameri- 
can delegation has authority to reduce 
our tariffs by about 20 percent (see 
the next section) the forthcoming 
negotiations can help minimize the dis- 
crimination in the Common Market. 

In sum, GATT appears to be an im- 
portant vehicle for the attainment of 
our goals in the area of foreign trade 
policy. It promotes free multilateral 
trade, it helps to unify the western 
alliance and it serves to eliminate re- 
strictions and discrimination against 
our exports. 


PARTICIPATION IN GATT 


American membership in GATT was 
never explicitly approved by Congress. 
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The Administration is simply using the 
General Agreement as a vehicle for im- 
plementing the Reciprocal Trade 
Agreements Act. At almost every ex- 
tension of that Act Congress inserts a 
statement to the effect that the exten- 
sion “does not imply approval or dis- 
approval of the so called General 
Agreement on Tariffs and Trade.” Thus 
the Trade Agreements Program, which 
for the past quarter of a century was 
the cornerstone of United States com- 
mercial policy, provides the legislative 
basis for our participation in GATT. 

Originally enacted in 1934, the Recip- 
rocal Trade Agreements Act was ex- 
tended in 1945, 1947, 1948, 1949, 1951, 
1953, 1954, 1955 and 1958. (The 1955 
extension followed an extensive study 
of our foreign economic policy by the 
Randall Committee.) The provisions 
embodied in most of the postwar ex- 
tensions reflect a dual, partly incon- 
sistent, philosophy on the part of Con- 
gress. On the one hand there is a defi- 
nite trend toward liberalization of our 
trade relations both as a foreign policy 
objective and as a means of reducing 
foreign protection against American 
exports. On the other hand, we are 
attempting to accomplish this objective 
without inflicting serious injury on any 
domestic industry. 


Liberalization of Imports 


The first goal is attested to by the 
reasonably liberal authority for tariff 
cuts provided in the 1958 extension of 
the Act. During the four years follow- 
ing July 1, 1958, tariffs may be reduced 
by 20 percent. Alternatively, the Presi- 
dent is permitted to cut rates by two 
percentage points or reduce to 50 per- 
cent ad valorem all rates in excess of 
this level. These two alternatives are 
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significant in cases where the 1958 
rates were below 10 percent or above 
62.5 percent respectively. (Similar pro- 
visions were included in the 1955 legis- 
lation.) It is under authority of this 
extension that our representatives will 
negotiate in Geneva next September. 


Protection to Domestic Industries 


The second goal is embodied in the 
three major provisions providing pro- 
tection to domestic industries; the peril 
point, the escape clause, and the na- 
tional security amendment. Prior to 
each negotiating session, government 
experts, in cooperation with private 
interests, prepare two lists of commodi- 
ties: a) products on which the United 
States will request tariff concessions 
from other countries and b) commodi- 
ties on which the United States is pre- 
pared to offer tariff concessions. The 
second list is then examined by com- 
modity experts of the United States 
Tariff Commission to determine in ad- 
vance, for each commodity, the level 
below which tariff cannot be reduced 
without causing serious injury to the 
domestic industry concerned. This level 
is known as the peril point, and the 
provision was first incorporated into 
the act in 1948. Once the list is com- 
pleted, no commodities can be added to 
it without the same elaborate proce- 
dure and investigation. Although the 
peril point cannot be regarded as more 
than an educated guess, concessions 
are not usually offered which would 
bring the tariff below that point. 

The escape clause was first included 
in the act in 1947 and strengthened 
considerably in the mid-1950’s. It con- 
cerns injuries that actually occurred 
(rather than anticipated ones) after a 
tariff concession went into effect. Any 
industry injured by a tariff concession 


may apply to the Tariff Commission for 
escape-clause relief. Upon receipt of 
such an application the Tariff Commis- 
sion institutes an investigation, in the 
context of which it must define the in- 
dustry, determine whether a serious 
injury took place, and determine 
whether the injury is directly traceable 
to the tariff concession. Each of these 
steps presents difficulties and leaves 
considerable room for arbitrary deci- 
sions. 

First, it may happen that one seg- 
ment of an otherwise prospering indus- 
try is hurt by import competition. If 
the industry is narrowly defined to con- 
sist only of the injured segment, injury 
could be demonstrated even though 
other related segments of the industry 
are expanding. The 1955 extension of 
the act permitted such a narrow defini- 
tion of a domestic industry for the pur- 
pose of escape-clause hearings. It there- 
by increased the chances that injury 
would be found. 

Once the industry is defined, the 
Tariff Commission must decide whether 
a serious injury took place. It fre- 
quently happens that the growth of 
domestic consumption permits an abso- 
lute expansion of both imports and 
domestic production. But if imports 
grow at a faster pace than domestic 
production there is a decline in the rela- 
tive share of the market of the domes- 
tic industry. Should such a decline be 
considered an injury even though abso- 
lute production has increased? The 
answer depended for a long time on the 
attitude of the Tariff Commission. But 
the 1955 extension strengthened the 
level of protection given to domestic 
industries by instructing the Commis- 
sion to regard a decline in the share of. 
the market as injurious. 
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Finally, the cause of the injury must 
be traced to the tariff concession. It 
often happens that a declining indus- 
try requests escape-clause relief even 
though its decline did not result from 
the tariff reduction. It is up to the 
Commission’s staff to determine that 
relation. 

If the Commission is satisfied that a 
serious injury took place and was 
caused by the tariff cut, it recommends 
to the President escape-clause relief. 
The final decision rests with the Presi- 
dent, who is guided by the Commis- 
sion’s recommendation as well as by 
other considerations. For example, he 
would be unlikely to grant relief if the 
injured industry is very small and the 
“relief” will cause serious difficulty to 
the economy of a friendly nation. In 
the few cases where relief was granted, 
the concession had to be renegotiated 
with the foreign country involved. 

A third avenue of protection is pro- 
vided by the national security clause. 
If an injured industry considers itself 
vital to national security (e.g. because 
it employes certain indispensable 
skills), it can apply for relief to the 
Office of Defense and Civilian Mobiliza- 
tion. Following an investigation, which 
considers both the occurrence of the 
injury and the importance of the indus- 
try to national defense, a reeommenda- 
tion is made to the President and the 
final decision again rests with him. 


A Proposed Solution 


In part the conflict between the two 
aforementioned goals arises from the 
fact that Congress never squarely 
faced the basic economic reason for 
lowering tariffs: tariff cuts increase 
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economic efficiency. In order to in- 
crease efficiency we must expose our 
industries to foreign competition and 
shift some of our resources from indus- 
tries in which we lack comparative ad- 
vantage to industries in which we have 
such advantage. Instead of providing 
protection which is calculated to per- 
petuate inefficiency by avoiding this 
shift, Congress could help injured in- 
dustries to adjust to increased imports 
by enacting a proposed Trade Adjust- 
ment Act. This bill would help workers, 
employers and communities which are 
injured by trade liberalization to shift 
to other lines of production by retrain- 
ing programs, defraying of transporta- 
tion costs of workers, low interest loans 
to business and aid in research. Em- 
pirical studies have shown that the 
magnitude of the injury would be rela- 
tively small, and the program would 
therefore not be very costly. Substi- 
tuting a Trade Adjustment Program 
for the present protection provisions 
would eliminate conflict in our Recip- 
rocal Trade Legislation, and set us on 
the way toward the kind of a liberal 
trade policy which is becoming to the 
greatest trading nation. 


Conclusion 


This year’s session of GATT demon- 
strates beyond a doubt the importance 
of the organization to the western 
world in general and to the United 
States in particular. If strengthening 
the alliance and minimizing tariff and 
quota discrimination against the 
United States are important goals of 
our foreign trade policy, then GATT 
has a useful function to play in achiev- 
ing our aims. 





1. Regional groupings are also being formed 
in Latin America and southeast Asia. These 


groups are mainly concerned with stimulating 
economic growth. 





WILLIAM BREIT and EDWIN COHEN 


Inflation, the Stock Market, 
and the Small Investor 


In recent years inflation has emerged 
as the key economic issue of our time. 
A continually rising price level—with 
only intermittent pauses along the way 
—has been a disturbing and inescap- 
able spectacle for the last two decades. 
Inflation is a most unprepossessing 
phenomenon. Into a society that takes 
seriously the problem of money- 
making, inflation inserts the additional 
problem of money-keeping, for money 
deteriorates in value in inverse propor- 
tion to increases in the price level, so 
that anyone who holds on to money is 
bound to be disappointed. The individ- 
ual brought up in the Protestant ethic 
of hard work and thrift soon discovers 
that what he sweated to attain was not 
quite attained, after all. The result is 
somewhat unhappy. In today’s econ- 
omy, just as procrastination is the 
thief of time, inflation is the thief of 
value. 

It is not surprising, then, that ra- 
tional men and women have been 


Analysis of the cost of trading 
common stocks in odd lots 


searching about uneasily for new 
places to store their elusive wealth. 
Finding their attempts to accumulate 
wealth by holding cash abortive, they 
have been turning to the stock market. 
As a result of inflation, more and more 
people have purchased common stocks. 
The notion that common stocks provide 
a sure hedge against the ineluctable 
upward movement of prices appears to 
be widespread, although there is little 
ground in economic theory for such a 
view. Investment advisory services and 
popular books on the stock market 
speculation entice the reader with fas- 
cinating accounts of superb capital 
gains that have been made in common 
stocks. Nor do they hesitate to give out 
the cheerless news that prices are for- 
ever rising and the value of high-grade 
bonds and life insurance policies is 
withering away. Such descriptions are 
usually accompanied by arcane mathe- 
matical formulae and dubious graphs, 
all calculated to dazzle the impression- 
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able. Although inflation has been called 
morally wrong and economically un- 
sound, among advisory services rarely 
has anything so unsound and immoral 
been more joyfully greeted. Indeed, 
any slight lapse from the upward 
tendency of the consumer price index is 
hastily discounted as only temporary. 
Weare assured that the liberal ethos of 
our times, as manifested in Federal 
deficits and increasing labor demands 
for higher wages, has given our econ- 
omy an inflationary bias, but we can be 
saved from the effects of the poison of 
inflation by the antidote of common 
stocks. 

Why should common stocks be a 
satisfactory inflationary hedge? Infla- 
tion is an economic Pretty-Boy Floyd 
who robs the creditor and gives to the 
debtor. If a businessman borrows 
$1,000 at 6 percent interest and the 
prices of the commodities he sells in- 
crease by 6 percent then he can dis- 
charge his debt of $1,060 by selling 
goods that were valued at only $1,000 
when he borrowed the money. This 
means that in real terms he pays no 
interest to his creditor. This is how 
inflation redistributes command over 
goods and services in favor of debtors. 
Such being the case, we should not 
expect all corporations issuing com- 
mon stock to gain during inflation, but 
only those companies that are on bal- 
ance net debtors. Since firms are about 
evenly divided between creditors and 
debtors, the belief that common stocks 
in the long run are successful hedges 
against inflation comes from overesti- 
mating the frequency of debtors among 
the corporations... This helps to ex- 
plain the results of studies that demon- 
strate stock prices at best keep pace 
with price levels and quite often fall 
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behind.2 For example, from 1940 to 
1943, 1946 to 1947, and 1956 to 1957 
the cost of living rose while common 
stock prices of Moody’s 125 industrials 
fell. And the greater part of the 1950 
bull market was accompanied by de- 
clining prices of the BLS wholesale 
commodity price index. The relation 
between common stock prices and in- 
flation is tenuous at best. The investor 
lucky enough to make purchases at 
depressed levels within the period 
might find that some individual stocks 
are hedges. It should be noted that 
common stocks as an average cannot 
be inflationary hedges. Debt is an in- 
flationary hedge, and hence debtor 
corporations will gain from inflation 
and creditor corporations will not. But 
this is not what the advisory services 
tell him. 


THE PRICE OF INVESTING 


For the small investor the stock 
market is even more clearly not an in- 
flationary hedge. Since his capital is 
limited, the small investor usually pur- 
chases his stock in odd lots, that is, in 
lots of less than 100 shares. Such trans- 
actions enable him to make invest- 
ments that are small in dollar amounts, 
while at the same time he attains di- 
versification. The small investor’s mis- 
conception of his opportunities for 
making capital gains is aggravated by 
a cavalier disregard for the conse- 
quences of fees and taxes involved in 
odd-lot stock transactions by the 
popular investment guides. “For pur- 
poses of illustration,” the reader is 
told, “commissions and taxes are 


ignored.” 

Because of additional charges for 
odd-lot transactions, brokerage fees, 
postage charges, state transfer taxes, 
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and federal transfer taxes on purchas- 
es and sales of stocks, the amount of 
recorded gain on the stock exchange 
necessary in order for the small in- 
vestor to break even is very substan- 
tial. The writers have determined that 
the gain in the price of a stock, as 
quoted on a stock exchange, must be 
greater than one point ($1.00 per 
share) and often over two points 
($2.00 per share) in order to offset 
these charges. 


Odd-Lot Charges 


Upon the purchase of an odd lot of 
stock listed on an exchange, 14 point is 
added to the quoted price if the stock 
is selling for under $40 per share; for 
stock with a price of at least $40 per 
share 14 point is added. Thus for a 
stock quoted at $20 per share, the price 
to an odd-lot purchaser would be 2014 
or $20.13 per share. For stock quoted 
at $40 per share, the addition of 1, 
point for an odd-lot purchase would 
make the price $40.25 per share. The 
same rules prevail for sales. For sales 
of stock quoted at under $40 per share 
1% is deducted; if the quoted price per 
share is $40 or more, 14, is deducted. It 
can be seen that even before broker- 
age commissions, postage charges, and 
transfer taxes, the stockholder of odd 
lots loses 14, point or $0.25 per share on 
some stocks (14 on purchase and 14 
on sale) and for the more expensive 
stocks the loss is 14 point or $0.50 per 
share (14, on purchase and 1, on sale). 


Additional Expenses 


Aside from the special charges for 
odd-lot transactions, the following 
schedule shows additional charges 
made in the case of purchases and sales 
of stock: 
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Schedule of Charges 
On Purchase On Sale 
Brokerage Commissions 
Postage Charges 


State Transfer Taxes 
Federal Transfer Taxes 


Brokerage 
Commissions 
Postage Charges 


There may also be a considerable 
additional charge involved in insuring 
the stock certificates when sent 
through the mails. 

The brokerage commissions on pur- 
chases and sales of odd lots are as 
follows: 


Money Involved Commission 


Under $100 As mutually agreed 
$100 to $399 2% plus $1 
$400 to $2,399 1% plus $5 


$2,400 to $4,999 
$5,000 and Over 


1%% plus $17 
1/10% plus $39 


When the amount involved is less than 
$100, the commission is mutually 
agreed upon; when the amount in- 
volved is $100 or more the commission 
cannot be more than $1.50 per share 
or $75 per single transaction, but in 
no case less than $6.00. 


Taxes 


To give the reader an idea of the 
state transfer taxes involved, the au- 
thors will use the Michigan rules in 
this article. However, it should be 
realized that the taxes differ in other 
states. The Michigan tax schedule 
follows: 
$0.01 per share under $5 
$0.02 per share between $5 and $10 
$0.03 per share between $10 and $20 
$0.04 per share of $20 or more 

The federal transfer taxes amount to 
$0.04 on each $100 or major fraction 
thereof, but in no case to more than 
$0.08 per share. 
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HYPOTHETICAL EXAMPLES 


The three following illustrations of 
the purchase and sale of common stocks 
in different price ranges are based on 
the foregoing schedules of fees and 
taxes. It should be noted that in each 
of these cases a substantial gain in the 
market price must be made in order to 
recoup the original investment. 
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The common stock of X Corporation 
purchased at a quoted price of 40 re- 
quires a gain of 23% points per share 
to break even. This represents an in- 
crease of almost 6 percent in the 
quoted price, as shown in illustration I. 

To slightly modify this situation, as- 
sume the common stock of Y Corpora- 
tion is purchased at a quoted price of 
20. A gain of 114 points per share is 























ILLUSTRATION I 
X CORPORATION—COMMON STOCK 
(10 SHARES) 

Purchase Sale 
Quoted price on stock exchange .................0.00000 cues 40 425% 
Addition (Deduction) for odd-lot purchase (sale) say avases + % —\% 
Price to stockholder per share .............cccecescccccvcve 40% 42% 
RACE rel ION e525 co 56 al oss Sioa sd ancatee sispaherer alee oo evates $402.50 $421.25 

Costs added (deducted) : 
BYOKEFACE COMMIBSIONS ...... 6... cc ccs esc eccessene $ 9.03 $ —9.21 
RENN eo ONC See oh ya fe se ey sens ak eb ic cae neh ooo TE 15 —.16 
State transfer taxes (Michigan) ...................... —.40 
Pederal transler tARGS. .... 5 ook ek wenn s clown ee vie —.16 
MRM P RN ONCE nth 5 5 Rie Rie es, 0 crue AR eal as 9.18 —9.93 
Totalamount PRId OF TECCIVED .... 66k co ewe Se cee siw nsec ees $411.68 $411.32 
ILLUSTRATION II 
Y CORPORATION—COMMON STOCK 
(20 SHARES) 

Purchase Sale 
Quoted Price on SHMCK CKCHONTS < ...... 6 hss sve see cceaee ens 20 21% 
Addition (Deduction) for odd-lot purchase (sale) ........... % —% 

Price to stockholders per share . .....060 0606 e ccs cecsoeeee. 20% 21 
PRS Fa BTN isos ogo 5 6 dss wa Bish REG RES a $402.50 $420.00 

Costs added (deducted) : 

BPOMECA SG MEOINMISSIONS ois 5 566 G sis ass sie ais te Sees $ 9.03 $—9.20 
RUIN ra eine a Se rete ie net eurns Nar Meares imaeekemhas 15 —.16 
state transfer taxes: (Michigan) . .........6 0.5668 se sews. —.80 
Piederal traneler TAReS so... ks ie se skeet caesarean —.16 
TED LOTS) ER Se a RP rea AEP rar Ne 9.18 —10.32 
Total amount paidior TeEceiVed ...... okies es ced se ne newesess $411.68 $409.68 
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ILLUSTRATION III 
Z CORPORATION—COMMON STOCK 
(15 SHARES) 

Purchase Sale 
Quoted price on stock exchange ............. 2.0.0.0. 0 eee eeee 10 11% 
Addition (Deduction) for odd-lot purchase (sale) ........... % —-\% 

Price to stockholder per share ................0 00002 eeee 10% 11 
(PIIGe LOM PO SNGUCE iia ceiwnd vc bbb a wlln des Keele wuene wena $151.88 $165.00 

Costs added (deducted) : 

Brokerage commissions (minimum) .................... $ 6.00 $—6.00 
TSN IO eres eh eI ae to aides al drkcw We Aes MenTA ASIN ave e/a ON 15 —.16 
State transfer taxes (Michigan) ....................... —.45 
Pederal transfer tawdes ..... 06s ccccccsecencewsesaens —.08 
MGUG COMES 2 o.¢.nre.5:e we we A ee Wee Mane wae orate a 6.15 —6.69 
Total amount paid or Tecelved «. . ........ 25 ces cates etme sieeen $158.03 $158.31 

















now necessary, representing an in- 
crease of slightly over 5.6 percent in 
the quoted price. Illustration II makes 
this clear. 

In these illustrations, it was assumed 
that the potential stockholder had ap- 
proximately $400 for investment. II- 
lustration III is based on a much 
smaller investment, $158, in order to 
show the effects of a purchase and sale 
of very small dollar amounts, where 
the minimum brokerage commissions 
of $6 are put into effect on both the 
purchase and sale. It will be seen that 
this places the small investor in a very 
poor position in regard to his potential 
for making a gain. 

If Z Corporation common stock is 
purchased at a quoted price of $10, a 
gain of more than 114 points per share 
or an 11.3 percent increase in the 
quoted price of the stock would be 
necessary to show a profit. 

Because current data of the New 
York Stock Exchange indicate that the 
average price per share of stock is 


about $40, our discussion will concen- 
trate on stocks in this price range.‘ 


Breaking Even 


It was shown in the case of X 
corporation common stock that the 
quoted price per share must rise 
from 40 to 423% if the investor is 
to break even. Hence not only must 
the quoted price rise 6 percent, 
but the investor still had a risk 
on his original investment of $411.68. 
In other words, the market price went 
up about 6 percent, and the investor 
still did not make a gain. If we assume 
a 2 percent increase in the price level 
—the rate “which is about average for 
the last decade as a whole’”’>—the stock 
could have proved an inflationary hedge 
only if it had increased approximately 
8 percent (6 percent necessary in the 
absence of any inflation plus the 2 per- 
cent necessary to keep pace with the 
price level increase). This would mean 
that in order for the stockholder to 
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maintain his same amount of purchas- 
ing power, the price of the stock would 
have to increase about 314 points. In 
fact, if the stockholder had deposited 
this $411.68 in a national bank for only 
one year, his principal would have been 
secure and he would have also received 
interest at a minimum rate of 3 per- 
cent per annum, which would have 
amounted to $12.35. It should be 
realized, of course, that interest on 
bank deposits is fully taxable under the 
Internal Revenue Code, while dividends 
on stock investments are not. An in- 
dividual may exclude from his gross 
income the first $50 of dividends re- 
ceived in a taxable year; in addition, 
an individual is allowed a credit against 
his tax in an amount equal to 4 percent 
of the dividends received during any 
given year which is in excess of the $50 
exclusion. The income tax law, as it 
now stands, favors the stockholder in 
comparison to the depositor in a sav- 
ings account. 

An interest rate of 3 percent is 
greater than the average increase of 
price level each year for the last decade, 
suggesting that bank deposits provide 
a better hedge than does the usual 
common stock attainable by the small 
investor. In effect, this stockholder has 
foregone a $12.35 profit, despite the 
fact that his stock rose 23% points. Of 
course dividend-paying stocks could 
sometimes offset the interest advan- 
tage of bank deposits. According to 
the July, 1960 issue of the Guide for 
Investors, published by the stock brok- 
erage firm of Merrill Lynch, Pierce, 
Fenner, and Smith, Inc., the average 
yield on industrial stocks stands cur- 
rently at 33% percent. Since this is an 
average, there are obviously many 
stocks which pay less than 3 percent 
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while other well-established companies 
pay a higher yield. On the other hand, 
many stocks pay no dividends at all. 


The Possibility of Loss 


Now let us consider another aspect 
of the same situation. What if this 
stock had decreased 23% points, instead 
of increasing? The result from a sale 
of stock at this point would be: 


Net amount paid upon pur- 














chase (quoted price -40).. $411.68 
Quoted price on stock ex- 
change at date of sale ..... 375% 
Deduction for odd-lot sale... . —\% 
Price per share to stockholder 37% 
Price for 10 shares ......... $375.00 
Deductions: 
Brokerage commissions .. .$8.50 
MENG, a5 oe ONO. 5 16 
State transfer taxes 
(Michigan) ............ .40 
Federal transfer taxes .... .16 
Total deductions ........ —9.22 
Net proceeds from sale ..... $365.78 
Loss on purchase and sale .. $ 45.90 





In this case the stockholder ends up 
losing $45.90; this is equivalent to 
about 454 points per share, although 
the market price declined only 2%% 
points per share. Also, if invested in a 
national bank for only one year at an 
interest rate of 3% per annum, the 
$411.68 investment would have earned 
interest of $12.35. Therefore, the 
stockholder loses $45.90 plus interest 
of $12.35 which could have been 
earned, or a total of $58.25, or about 
5%, points per share. This loss would 
of course be greater if the price of this 
stock declined in a period of a rising 
price level. Under present laws any loss 
on the sale of investments may be de- 
ducted for income tax purposes to a 
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certain extent. This will reduce the 
stockholder’s loss partially, but be- 
cause the small investor is usually in 
the lower income tax brackets, the 
advantage would be minimized. In 
order to gain $58.25, the same amount 
as the loss just computed, the stock 
would have to make the enormous gain 
of 814, points, or 20.6 percent of the 
original quoted price, as is shown in 
the following computation: 

Net amount paid upon pur- 


chase (quoted price -40).. $411.68 
Add desired profit .......... 58.25 





Proceeds from sale $469.93 








Proceeds derived as follows: 
Quoted price on stock ex- 
change at date of sale .. 48% 
Deduction for odd-lot sale. . % 





Price per share received by 
stockholders ........... 48 
Price for 10 shares ....... 
Deductions: 
Brokerage commissions .$9.80 
POMBEO: oo cnis he ee 16 
State transfer taxes 
(Michigan) .......... -40 
Federal transfer taxes .. .20 


Total deductions ..... 10.56 





Net proceeds from sale ..... $469.44 








Alternative Investments 


The foregoing illustration shows 
that a substantial increase in the 
quoted price is necessary in order to 
give the small stockholder the same 
gain as he would earn if he invested 
his funds in a savings bank at a 3 per- 
cent per annum interest rate. The dif- 
ference would be magnified if the 
stockholder invested in a federally in- 
sured savings and loan association, 
which pays as much as 414 percent 
interest in some localities. 


THE SMALL INVESTOR’S PLIGHT 


‘Notice the discrepancy. In the illus- 
tration, it takes only a market decline 
of 23 points to cause a $58.25 loss for 
this stockholder. However, in order to 
make a profit of the same amount, the 
stock’s quoted price on the stock ex- 
change must rise 814, points. The small 
investor is unaware of this; he believes 
that his chances for profits are greater 
than his chances for losses. But he fails 
to consider all the charges involved: 
brokerage commissions, postage, state 
transfer taxes, and federal transfer 
taxes. He also fails to consider that 
brokerage commissions and the charge 
for odd-lot transactions apply both to 
the purchase and to the sale of securi- 
ties. 

For the busy individual who does not 
wish to rely on hunches, faith, or ritual 
for enlightenment, advice from invest- 
ment services and stock brokerage 
firms is necessary. But such firms are 
more likely to be Pollyannas than Cas- 
sandras when it comes to considera- 
tions of capital appreciation. In Wall 
Street things are always “funda- 
mentally sound” even when academic 
economists believe that things are go- 
ing badly. If the buyer of stock has 
misconceptions about his chances for 
gain, he has no one to blame but him- 
self. 

In the light of the above analysis, 
the stock market is not the exceptional- 
ly effective device for hedging that it 
is most often made out to be. Moderate 
success would involve an analysis of 
debtor-creditor relationships among 
corporations. The investor, having 
neither the time, inclination, nor 
knowledge to conduct such a scrutiny 
of balance sheets is left to the mercy 
of brokers and investment advisers 
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who, to the writers’ knowledge, do not 
use the debtor-creditor tool of analysis 
for their predictions. For the small 
investor salvation is even less likely. 
The fees and taxes involved in stock 
market transactions make it necessary 
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that the market climb faster and fast- 
er, as the Red Queen might have said, 
in order for him to stay in the same 
place. This is not exactly reassuring. 
The “absolutely guaranteed” infla- 
tionary hedge is yet to be discovered. 
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MILTON O. CROSS, JR. 


Automation: the New Technology 


Automation is fast emerging as one 
of the most significant influences in 
American life. It is the new technology, 
which holds so much promise for the 
continuity of the dynamic character- 
istics of American industry, commerce 
and transportation during the next ten 
or more years. These are meaningful 
words. Automation is not just an engi- 
neering vision, but an accomplished 
fact. We have only to look around us to 
see the influence of its development. 
We are being challenged to make the 
most of it, and this is a personal matter 
for you and me and all our people, be- 
cause scarcely anyone can avoid being 
involved. 

We hear with increasing frequency 
that a second industrial revolution is 
upon us, but let us not be led astray by 
the Sunday supplements or the sensa- 
tionalism of broad sweeping generali- 
ties. Automation is evolutionary in con- 
cept and character. Even though it is 


The challenge of the Sixties considered 
primarily as a management problem 


a new term, its basic principles have 
been in use for a long time. Most of it 
has been achieved with the mechaniza- 
tion of factories since 1860. Its roots 
can be traced far back in our industrial 
history, and it makes use of old as well 
as new techniques. It is an attitude of 
mind and a production objective as 
much as it is a technology; it is a new 
way of approaching industrial prob- 
lems. Born two hundred years ago, 
automation is the amalgamation of all 
the thinking of the industrial geniuses 
of the past two centuries. Recent ad- 
vances make it possible to program and 
control with data compiled and re- 
corded automatically. Thus, down 
through the years, all of these achieve- 
ments have been building a pyramid 
of engineering know-how toward the 
present climax of what is now termed 
automation. While it is undeniably true 
that we are experiencing a revolution 
in our thinking, the evolution of auto- 
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mation has been a long time in the 
making and has grown out of man’s 
age-old struggle to cast off the yoke of 
drudgery. 

What has happened, then, is that 
over several decades there has been a 
steady increase of self-regulating ma- 
chinery in various major and minor 
industries. More recently there has 
evolved the centralization of control of 
component devices, and the integration 
of machines, under feedback control, 
into fully automatic, and, in some cases, 
self-regulating systems for continuous 
process production. In this sense auto- 
mation is something of a conceptual 
breakthrough. What makes the past 
decade so significant, and has made 
automation an everyday word, is the 
breakthrough on the theoretical level 
leading to the creation of the modern 
computers. Not only will automation 
come ever more rapidly where it is al- 
ready under way, but it will appear in 
industries that, ten years ago, would 
have relegated such technological 
change to the realm of the distant 
future, if not to science fiction. 


The Roots of Technological Change 


We often tend to think of advances 
in industrial machinery as the work 
of men who design and install the ma- 
chinery itself. While these men are 
essential and major contributors to 
technological change, its roots are in 
the new theories developed by the 
“ivory tower boys” who deal with the 
abstract, “impractical” frontier of hu- 
man thought and conjecture about the 
nature of the world in which we live. 
When they develop a new understand- 
ing which has a wide range of both 
theoretical and practical application, a 
major breakthrough is scored and 
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neither the world of the university nor 
the world of the factory can remain 
the same. 

The best-known modern example of 
such men is Albert Einstein, from 
whose theories about the nature of 
matter, developed as pure science, we 
have moved in relatively short time to 
the hydrogen bomb, the atom-powered 
submarine, and atom-power-derived 
electricity. The advances of automation 
would have been slow and limited if it 
had not been for the work of pure 
scientists in the fields of communica- 
tions theory and mathematics. 


THE PLACE OF AUTOMATION 


This intellectual awakening mani- 
fest in automation is taking the dull 
and laborious work off the backs and 
minds of men and putting it on ma- 
chines. Today there are jobs that hu- 
man labor no longer wants at any 
price. Automation is thus an absolute 
necessity which has arrived none too 
soon to take up these body-breaking, 
unpleasant and unsafe tasks. 


Definitions, True and False 


Everybody has his own idea of the 
meaning of this new word automation. 
You won’t find it in the dictionary, so 
it means many things to many people. 
To some, automation means mechani- 
zation, to others, material handling, to 
the uninformed, it means the night- 
mare of robots and machines running 
factories without men. Many interpre- 
tations are absurdities, few have mean- 
ing for the industrial concept of auto- 
mation today. 

The true meaning of automation is 
the employment of all kinds of ma- 
chinery for assisting man and making 
it easier to do more and better work. 
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It has developed beyond the limited 
definition of a few years ago. This 
broadened concept will have a direct 
and profound influence on our social, 
industrial, and economic plans during 
the years ahead. Atomic energy has 
its enthusiastic champions, but auto- 
mation, in the long run, will probably 
be the greater public servant. 


Objectives 


The unusual increase in automation 
is the outgrowth of making labor’s task 
easier and at the same time improving 
productive efficiency. This new tech- 
nology offers labor relief from ex- 
hausting toil, relief from the degrad- 
ing and stultifying effects of dull repe- 
titive work, humiliating work in which 
there is no satisfaction of accomplish- 
ment. The by-product is increased pro- 
ductivity and efficiency with uniform 
quality. 

There is now no branch of industry, 
commerce, or transportation in which 
automation is not making a substantial 
contribution to these objectives. In the 
fabricating industries, mass produc- 
tion is possible with mechanization and 
material handling devices. In the pro- 
cess industries, measuring instruments 
and automatic controls for tempera- 
ture, flow, pressure, hydrogen ion con- 
centration and other properties are an 
integral part of the equipment. Trans- 
port is made safer with automatic 
navigation aids, office work more tol- 
erable with data processing machines. 
Scientific instruments are finding in- 
creased use in our primary industries. 


Divisions 


There are three very natural divi- 
sions of automation. Single word de- 


scriptions for each division might be 
fabricating, processing, and data auto- 
mation. 


Fabricating Automation deals most- 
ly with rigid forms of materials which 
are subjected to a variety of treatment 
in their preparation for the market. 
Metal working and textiles are good 
examples in this field. 


Processing Automation usually han- 
dles non-rigid materials which flow 
and are homogeneous like gases and 
liquids. Sometimes rigid materials in 
minute form, such as powder or ce- 
reals, are blown or otherwise carried 
along in streams through one process 
after another, continuously and auto- 
matically to finished product and, in 
such instances, are considered as in the 
processing class. So are the synthetic 
fibers, although they emerge in a semi- 
rigid form. The atomic, chemical and 
petroleum industries are particularly 
strong on automation, with instru- 
ments measuring and controlling pres- 
sures, temperatures, volumes and flow 
of materials: directing the process, in- 
dicating and recording the result. It is 
doubtful if plants like these could op- 
erate without automation, for it is im- 
possible to do so many things by hand 
and all at once. No man could operate 
valves or hand controls deep within the 
dreadful flux of the atomic reactor. 
Here, remote feedback devices must 
perform our work. Without servo-mo- 
tors and other feedback equipment, it 
would be impossible for us to operate 
our atomic plants. Nor would the man- 
ufacture of polyethylene be possible 
without the use of the new technology. 
This common plastic, which packages 
many products you use every day, re- 
quires exquisite operational precision 
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in reacting time, temperature and 
pressures. 


LABOR ASPECTS 


Plans for the future must provide 
the working force with opportunities 
to improve its economic and social 
status. Labor’s thinking has been con- 
ditioned by leaders who prefer to ad- 
vance their personal interests by 
exploiting externalities rather than 
keeping straight the fundamental facts 
of life. There are those who would mis- 
lead labor to believe that automation is 
responsible for a large portion of un- 
employment whereas, in reality, these 
same people have defaulted in their 
moral responsibilities to the working 
man by playing down and suppressing 
the need to surpass global competition 
for markets. 


International Competition 


Today the American working man is 
confronted with competition from all 
sides. The great deception that worker 
security is the product of labor mo- 
nopoly is being foreclosed and the pro- 
ponents of this crude logic are hard 
pressed. Perhaps an example will serve 
to illustrate this point. Recently, the 
laid-off workers at Ford Rouge in- 
sisted that a halt be called to further 
automation and that their leaders take 
steps to prevent their jobs from being 
transferred to other areas. Things 
eventually quieted down and nothing 
happened simply because the business 
represented by those jobs has been lost 
to overseas workers who have recently 
caught on to the new technology and 
are rapidly applying it with consum- 
mate skill and obvious success. The 
inescapable conclusion here is that 
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competition does not vest quantitative 
choice in the workers. Successful com- 
petition dictates a faster and more 
widespread application of automation 
to protect workers from the ravages 
of low-cost foreign labor and thereby 
provide them with more stable and 
satisfying employment. 

What of Mr. Khrushchev and his oft 
repeated “Let us compete’? The sig- 
nificance of this is lost through the 
interpreter and you should understand 
that it is not an invitation or request 
on behalf of the Russian people, but 
rather a firm statement of intention. I 
can assure you, because of direct, per- 
sonal associations with those people, 
that there is no western nation which 
has accepted the new technology with 
more enthusiasm and more ability to 
exploit its advantages than those in the 
eastern bloc. 


THE MANPOWER PROBLEM 


Plans for stepping up automation 
must be made today to provide the 
necessities for an improved standard 
of living tomorrow. The reasons are 
not hard to find, the evidence is over- 
whelming. We are told our population 
will grow 20 million by 1970. At the 
same time, actuaries tell us today we 
have six workers for each pensioner 
but by 1970 we will have only four 
workers for each pensioner. This in it- 
self is quite a load, but it’s nothing 
compared with the full challenge of the 
future. 

This combination of increased popu- 
lation and proportionate decrease in 
the working force will impose enor- 
mous loads on our productive capacity. 
Indeed, we will need automation and 
everything it will do for us to prevent 
a decline in our living standard. No- 
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body wishes to maintain the status quo 
or return to the Good Old Days. 
Americans are quite insistent about an 
improved standard of living. We must 
do everything we can to encourage the 
development of the new technology 
and to step up the use of automation 
wherever it is applicable. 


The Defense Aspect 


There are many reasons to adopt this 
avenue of thought, but the most com- 
pelling reason is the present divided 
state of the world. One does not need 
to be a mathematician to understand 
how greatly the free people of the 
world are outnumbered by the totali- 
tarians. We must in some manner 
make up for this difference in man- 
power. Automation offers one possi- 
bility. If this alone were the only 
justification for automation, it would, 
in my opinion, be sufficient. 


Up-grading the Worker 


However, there are also important 
social needs that can only be attained 
during the next decade with a more 
intensive application of the new tech- 
nology. New techniques in forecasting 
and planning will make employment 
more predictable and vastly more sta- 
ble. A broad upgrading of labor is 
under way — the unskilled worker is 
being made into a highly-trained main- 
tenance man, the skilled tradesman 
into a technician. It is no accident that 
the proportion of professional tech- 
nicians and salaried workers has 
doubled in recent years. Furthermore, 
the proportion of unskilled workers 
has dropped by half. This is a part of 
the process by which toil and drudgery 
have been transferred to machines 
while the workers have been advanced 


to better jobs with more pay. The 
worker with specialized knowledge is 
a more valuable resource, and because 
of his familiarity with the technicali- 
ties of the process, might ultimately 
represent a capital investment of the 
business more than a current cost. In 
the new technology the performance 
of such a worker has a much greater 
impact on the performance of the busi- 
ness as a whole and he is therefore less 
expendable. 

The employer who makes his work 
less burdensome and more interesting 
will have the most success in his bid 
for labor in a tight market. The law of 
supply and demand will dictate high 
wages for little effort as productivity 
becomes more dependent upon auto- 
mation. 


Management’s Interest 


Examination of the new technology 
reveals management to be increasing- 
ly important. Automation’s challenge 
to management will call for new tech- 
niques in planning, finance adminis- 
tration and execution. 

In the new technology, the total 
concept will be paramount: it will re- 
quire the entire business to be seen, 
understood and managed as an inte- 
grated process. The man of daring who 
relied upon intuition, or perhaps more 
accurately on hunch supported by ex- 
perience, has become a technological 
casualty. The task of management has 
changed. 

Automation means a continuous and 
integrated operation of a production 
system to perform routine functions 
and regulate and coordinate the flow 
and quality of production. In the 
broadest usage of the term, it would 
include the operation of the productive 
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and administrative process of an in- 
dustrial firm. 


Experimentation in Time 


Those who understand both the prin- 
ciples of business procedure and the 
new technology are quite capable of 
using current sales forecasting analy- 
sis to automatically adjust and inte- 
grate the chain of interrelated opera- 
tions such as management, planning, 
sales, supply, production, budgeting 
and accounting. Models in the form of 
electrical networks can be constructed 
and studied by economists. Artificial 
disturbances analogous to assumed 
changes in economic variables can be 
employed to determine the consquences 
of alternate courses of action. The 
enormous speed with which compli- 
cated problems can be solved greatly 
increases the possibility of experimen- 
tation within relevant time periods. 


Imagination and Initiative 


What is needed in management are 
people who can look at a complex 
activity involving all the diverse ele- 
ments of a business with the imagina- 
tion and initiative to program, 
coordinate and control them as an inte- 
grated unit. Such people must have 
not only the essential and extensive 
formal training but also the sort of 
minds and imaginations which work 
in this way. This quality is often lack- 
ing. 

The new technology requires a max- 
imum of stability and predictability ; 
hence management decisions must be 
based on careful objectives and long- 
range decisions. On the other hand, it 
also requires great ability of managers 
at all levels to make decisions that 
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adapt the process to new circum- 
stances, changes in environment and 
disturbances and yet maintain a going 
and profitable business. 


Creation of Markets 


The new technology demands, above 
all, that management create markets: 
there must be consuming ability paral- 
lel with productive ability. Manage- 
ment can no longer look upon selling 
as an attempt to find a buyer — it 
must focus continuously and system- 
atically on creating mass purchasing 
power and mass purchasing habits. 
This new technology requires an or- 
ganized and systematic approach to 
innovation, always with the basic 
theme of management by objectives 
that reflect long-term goals. 

Advancing technology is speeding 
the pace of business and it is clear that 
the tempo will continue to accelerate. 
Changes will be swift: changes in prod- 
ucts, in markets, in methods, in prac- 
tices. In fact, the 1960’s may usher in 
the biggest marketing and industrial 
revolution that the world has ever 
seen. 

Change is in the air. Innovation is 
the order of the day. Everybody is 
expecting something new, something 
different. Customers are on the alert 
for change. What used to change with 
the years now may change overnight. 
A company may have what it thinks is 
a nice business, a safe business—and 
then along comes competition with a 
new or replacement product never 
dreamed of before. 


Risk Evaluation 


To me this seems inevitable. We are 
going to move — and fast. Those who 
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don’t will be left far behind. So man- 
agements are confronted with the nec- 
essity of making decisions right now. 
And this is not easy, for the outcome 
of a decision may make or break a 
company and its effects may be felt 
for twenty years. There is no escap- 
ing these risks. 

We have to consider new ways and 
means of getting and holding more 
profitable business in the face of com- 
petition. Every step of this type is 
fraught with risk and the decision is 
of vital importance. Therefore the 
evaluation of risk is imperative. 

Today there is no excuse for a com- 
pany to go into a new venture blind- 
folded, or on a hunch. There are meth- 
ods and techniques available for the 
measurement of risks, within reason- 
able limits. Take a specific project. 
Survey the potentialities; analyze the 
possible results. Figure the best that 
could happen, and the worst.. See 
where you might be going; arrive at 
reasonable probabilities. Then you are 
in a position to make a decision. 


Freeing the Employee 


Automation will alter scientific man- 
agement theories and industrial engi- 
neering practices. New concepts in 
managing worker and work identify 
the new technology. Reducing work 
to simple elements will be done more 
for integration purposes and the appli- 
cation of mechanical power than for 
adaptation to the limitations of the 
human machine. The human resource 
will thus be freed to do the work for 
which it is best qualified: program and 
control. The employee will be chosen 
for his ability to plan and organize, 
and to maintain the new equipment 
that will be expected to do the work. 


NEW PRODUCTS 


Successful management during the 
sixties will be organized and equipped 
to bring out a diversity of new prod- 
ucts in quick succession. There is evi- 
dence in today’s market of a strong 
undercurrent of revolt against over- 
standardization. The customer is fickle; 
he no longer wants to purchase some- 
thing just like the other fellow’s. He 
is more discriminating, and wants a 
product that is compatible with his 
taste and reflects his personality. 

This is a difficult assignment but 
today’s product engineer is pointing 
the way with new design practices that 
make the product more adaptable to 
automated process. One of the most 
promising trends in product design is 
the utilization of the principles of 
molecular structure. Charged particles 
of basic elements are brought together 
in various quantities and complexes to 
form quite different end products. 
Likewise, in the new technology, the 
principles of modular unit structure 
and “building block” construction will 
be extensively applied to hasten the 
trend toward more variety in products 
and more individuality in possessions. 
High-quality standardized units will 
constitute the foundation from which 
the customized superstructures will 
emerge. Important by-products of the 
system will be more business from a 
smaller inventory that turns over fast- 
er, reduced lead time for new products, 
adaptability to market trends, reduced 
risk of obsolescence. 


FINANCING FOR AUTOMATION 


A prerequisite for survival in a com- 
petitive technical economy is a dynam- 
ic equipment policy characterized by 





66 BUSINESS TOPICS 


fast amortization. Capital funds of 
enormous proportions are destined to 
be spent in the new technology and 
we must plan a continuing supply of 
huge sums if we are to experience the 
full benefits of automation. Such 
funds traditionally spring from two 
sources: savings and depreciation. 

It is rather surprising how little rec- 
ognition is accorded this axiom in the 
high policy councils of America but 
how extensively it is understood and 
practiced overseas. Dr. Frank, the 
German Minister of Finance in Wuert- 
temberg-Baden, recently visited my of- 
fice and related the plans for utiliza- 
tion of the savings which are accumu- 
lating in Germany at a fantastic rate. 
When I inquired if the profitable use 
of such savings might not ultimately 
present quite a problem, Dr. Frank 
told me that their plans for the expan- 
sion of automation at home and over- 
seas would provide profitable employ- 
ment for their savings for some years 
ahead. This contrasts sharply with 
domestic conditions, where debt has 
been increasing very rapidly in recent 
years. 


The Greatest Hazard 


America can no longer afford the 
luxury of tying up capital funds in 
asset accounts for twenty, thirty or 
forty years. There must be more cash 
flow from faster depreciation and 
much less long-term debt financing of 
capital assets. Obsolescence is perhaps 
the greatest hazard of business in a 
fast moving technical economy. There 
is an ever present danger of “locking 
in” or freezing capital funds in equip- 
ment and processes which can become 
obsolete overnight. Even though there 
has been a minor improvement in al- 
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lowable depreciation in recent years, 
capital recovery in the United States 
is the slowest of any industrial country 
in the world. It takes from twelve to 
thirty years to recover capital invested 
in machine tools in the United States 
as opposed to four to eight years in the 
industrial countries of Europe such as 
England, Germany, France, Sweden 
and Italy. Recently I received a letter 
from the Consulate General of Den- 
mark, which reads as follows: 


A new industrial development law has been 
enacted to help create new industries in areas 
outside Copenhagen and to expand existing 
firms. The Government may provide loan 
guarantees or grant outright loans, the ceiling 
for these being 90 percent of building costs 
and 40 percent of machinery cost. 

New regulations concerning depreciation and 
tax-free funds have been established. In 
every year, permissible maximum write-off is 
now 30 percent of the value of capital goods 
after deduction of previous depreciations. 
Furthermore, up to 15 percent of profits are 
tax-free if deposited in funds earmarked for 
future investment purposes. 


Competitive conditions will compel 
business managers in a new era of 
global activity to seriously consider of- 
fers of this kind for the investment 
of capital funds. If fast depreciation 
is not available for quick turnover and 
recovery of capital funds at home, they 
may find it necessary to set up shop 
elsewhere in more progressive areas. 
Financial liquidity is always crucial 
and will become even more so in the 
age of automation. 


USING THE NEW TECHNOLOGY 


It seems quite evident the manager 
must acquit himself in several ways 
if he is to realize the full potential of 
the new technology. 


e He must see the business as a 
whole. 
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e He must manage by objectives. 


e He must take more risks, for 
longer periods of time. 


e He must master all steps in the 
decision-making process. 


e He must build a closely-knit man- 
agement team with common ob- 
jectives. 


e He must be able to communicate 
information fast and clearly. 


e He must relate his product and 
industry to economic, political 
and social developments on a 
world-wide scale and integrate 
those trends into his own deci- 
sions. 


This is a large order—perhaps larger 
than we have any right to expect. Still 
the job must be done, so the question 
is: How? The job of managing the 
new technology is being, and will con- 
tinue to be, done with the aid of two 
tools: 


e Simplification by method and 
system. That which has been 
done by rule of thumb or intui- 
tion must be reduced to concepts 
and principles and then converted 
to method and system. 


e Advanced management educa- 
tion. The man who acquires func- 
tional skills and knows only busi- 
ness or engineering subjects is 
not ready to be a manager. All 
he has been prepared for is to 
get his first job. It is becoming 
quite apparent that even ad- 
vanced management training is 
not very helpful until a man has 
acquired actual experience in the 
work that his advanced studies 


are going to organize, elucidate 
and focus. 


The Impact of Decisions 


Yet these things alone will not en- 
able the new manager to accomplish 
his tasks. The more successful he is, 
the greater is the impact of his actions 
and decisions. The impact of his de- 
cisions on the business requires that 
the good of the enterprise be put above 
his own self-interest. The impact of 
of his decisions on the people in the 
organization is so great that he must 
have genuine principles and stick to 
them rather than give in to expediency. 
The impact of his decisions on the 
economy is so great that the public 
welfare requires him to behave respon- 
sibly. 

A manager of the new technology 
must root his actions and decisions in 
the bedrock of principle—he must lead 
not only through knowledge, compe- 
tence and skill, but also through vision, 
courage, responsibility and integrity. 


An Exacting Engagement 


Managing the new technology is a 
very exacting engagement, calling for 
tremendous application of management 
skill and ingenuity. The preparatory 
time and effort necessary for success- 
ful automation is no less than stagger- 
ing. However, those who concentrate 
on this exciting development will be 
inspired by the knowledge that they 
are making a crucial contribution to 
technological progress which holds 
great promise of good for all people. 

The 1960’s will produce many great 
challenges. One of the most important 
will be to secure the adoption of policies 
that will encourage genuine economic 
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growth and develop a self discipline 
coincident with maturity in behavior 
that will insure that the growth in 
wealth is put to constructive uses. 
This reorientation of our objectives is 
one of the great tasks of our day, and 
we are so far from a beginning, most 
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of us are not even aware the problem 
exists. Perhaps it would not be too 
much to expect that success along 
these lines would enable us to measure 
up to our responsibilities to ourselves 
and to our fellow man in this exciting 
world of tomorrow. 
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B. A. ROGGE 


The Labor Monopoly 


A consideration of the nature of the power of 


trade unionism, with a proposal for review 


of government policy toward organized labor 


In the paragraphs to follow you will 
find me critical of both the goals and 
techniques of trade unionism. Nor can 
I soften this position by announcing 
that, in spite of my sharp words, I am 
basically pro-union. I am not for 
“good” but opposed to “bad” (e.g., 
racket-controlled) trade unionism. I 
am not for “responsible” but opposed 
to “irresponsible” trade unionism. I 
am simply not pro-union, period. I 
can no more be pro-union than I can 
be pro-The Southern California Fruit 
Growers’ Association or pro-The Retail 
Druggists Association of America. 

But there is worse to come: I am 
not even anti-union but pro-labor. I 
cannot direct my concern to one man 
rather than another simply because one 
is a laborer and the other an enter- 
preneur or a landowner or even (God 
help us!) a member of the rentier 
class. 

But as W. C. Fields once said, “No 


man who hates both dogs and children 
can be altogether bad,” and I will con- 
fess to one weakness. I am persuaded 
that proper economic policy requires 
that we fix our gaze steadily on the 
long-run interests of the consumer 
and ignore all else. Surely you are 
prepared by now for a quotation from 
Adam Smith, and here it is: 
Consumption is the sole end and purpose of 
all production; and the interest of the pro- 
ducer ought to be attended to, only so far as 
it may be necessary for promoting that of 
the consumer. The maxim is so perfectly self- 
evident, that it would be absurd to attempt to 
prove it.1 

As a matter of fact in the modern 
literature on my specific topic, the 
labor monopoly, I have found almost 
nothing that was not explicitly and in- 
telligently discussed in The Wealth of 
Nations. My regret is that our public 
policy in this area has moved so far 
from his wise counsel. 

In effect, Adam Smith said that 
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trade unions are forever and unequiv- 
ocally antithetical to the free economy, 
but he added that it would be difficult 
and destructive of liberty to legislate 
them out of existence and that this 
should not be attempted. He proposed 
that they be tolerated but in no way 
encouraged or granted special priv- 
ileges and immunities. 

This was Adam Smith’s position and 
it is also mine. In the sections to fol- 
low I shall present the reasoning and 
the value judgments that lead me to 
take this position. 


REVIEW OF OPPOSING VIEWS 


I am aware that the policy position 
I have taken is not consistent with the 
present policy of this country. I am 
keenly aware of the fact that it is 
not only opposed by but is deeply dis- 
turbing to many persons, both in and 
out of the academic world, whose good 
will and intelligence I respect. Both 
this respect and the desire to make 
my reasoning, my assumptions and my 
judgments as explicit as possible impel 
me to state why I cannot accept the 
conventional policy of the government 
or the conventional wisdom that sup- 
ports it. 

In beginning this review of the 
various shadings of the conventional 
wisdom, I must apologize for the ob- 
vious oversimplification and distortion 
of individual positions that is involved 
in creating such useful and meaning- 
ful but arbitrary groupings as “the 
human relations group” and “the labor 
economist group.” 


The Human Relations Approach 


Perhaps the most extreme position 
is that taken by the personnel, human- 
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relations group. To its members, the 
question of whether there is or is not 
a labor monopoly is simply irrelevant, 
because monopoly is a market-type 
word and they have decided that the 
market doesn’t exist. Recently I 
scanned a collection of books with titles 
such as Human Relations in Industry 
and was dismayed to find that my 
discipline, economics, is obsolete. 

Thus Norman Maier in his book, 
Psychology in Industry, writes, “Ex- 
cept in very general ways the law of 
supply and demand no longer applies 
to labor.”? Joseph Tiffin in the book, 
Industrial Psychology, writes 
In general, management as well as labor is 
becoming less and less dependent on the so- 
called ‘law’ of supply and demand as a basic 
factor in determining wage rates. 

And so it goes. As Kenneth Boulding 
of the University of Michigan once 
said, everywhere he turns he finds la- 
bor economists and industrial relations 
specialists jumping up and down on 
the corpse of supply and demand and 
proclaiming the labor market is dead; 
long live human relations. 

Of course it is patently true that 
neither the employer nor the worker 
looks with favor on the labor market 
process as it impinges disadvanta- 
geously on him. To paraphrase St. 
Augustine, each is saying, “Oh Lord, 
make me be forced to compete, but 
not yet.”’ The human relations experts 
say, “— not yet, or ever.” Many of 
them look with horror on the competi- 
tive struggle of the market place and 
on the conflict of employer and em- 
ployee over division of the product. 
They seem to imagine that the “right” 
system of industrial relations can be 
developed which will generate in each 
firm such a feeling of togetherness 
that hand-in-hand employer and em- 
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ployee will march joyously into the 
New Jerusalem. 

Attractive as this picture is, I am 
nonetheless convinced that neither em- 
ployer nor employee nor human rela- 
tions expert will like what he will get 
if we continue to move away from the 
labor market, if we insist that the 
services of labor must not be subjected 
to the vulgar calculus of the market 
place. 

If the employer does succeed in in- 
sulating his own workers from the 
temptations of the market place, he 
will find that he must then take care 
of them through thick or thin and that 
the guaranteed annual wage will have 
to give way to the guaranteed lifetime 
wage. He will also find that his motiva- 
tion problems have assumed staggering 
proportions. Good human relations or 
lousy human relations, the worker you 
can neither fire nor promote on the 
basis of performance is going to be a 
hard worker to stir into action. 

But the worker too will find this se- 
curity a very mixed blessing. To dis- 
cover too late that he has made an 
unwise first decision and yet to be 
condemned by the weight of seniority 
and other considerations to that job is 
likely to be a frustrating experience. 
The old freedom to pick up and move 
will be gone, because of course to move 
would be to threaten another man’s 
job and hence his property. Even the 
union that administers this job secur- 
ity system will find it a mixed blessing. 
The workers will now turn their am- 
bitions to controlling the controllers 
and the fights for power within the 
unions will be bitter and bloody. More- 
over the amount of power exercised 
by the leadership over the economic 
process will be so tempting that cases 


of corruption and racketeering will be 
commonplace. These circumstances 
‘may in turn engender such a great 
amount of public ill will that the 
unions will find themselves more and 
more under the control and guidance 
of government. Even the human rela- 
tions expert will be disappointed to 
find that competition and conflict can 
go on outside the market place. In fact 
the non-market conflict is likely to be 
more personal and hence more degrad- 
ing than the old market-channeled con- 
flict. 

In sum, neither the employer nor 
the employee nor the human rela- 
tions expert is likely to approve of 
what he will get if he gets what 
he now seems to want. The ques- 
tion of the impact of the trade union 
on a market economy cannot be as- 
sumed away by assuming away the 
labor market. 


The Macroeconomic Approach 


I turn now to the economists and 
find in many of them a like tendency 
to consider the labor monopoly issue, 
at least in its typical concerns, to be 
largely irrelevant. For example to one 
group of economists, the microeconom- 
ic or individual-market aspects of labor 
monopoly are of little interest. What 
is important is the impact of wage de- 
terminations on the income- and em- 
ployment-determining aggregates. 
Thus trade union influence on wage 
rates is of significance primarily as it 
affects beneficially or adversely the 
chances of the economy’s attaining and 
maintaining full employment. If unions 
have increased the downward-rigidity 
of wage rates they may have intro- 
duced a valuable expectations-damping 
factor in deflationary movements. 
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Similarly, the redistributive effects of 
wage increases may move the average 
propensity to consume in the right di- 
rection at the right time. 

I have no doubt but that trade-union 
action may coincidentally and occasion- 
ally serve the interests of economic 
stability; but I also have no doubt that 
it may coincidentally and occasionally 
work directly contrary to the purposes 
of economic stability, particularly in 
an inflationary environment. For the 
effect to be always the right one would 
require a degree of societal control of 
trade union policy that is not likely to 
be asked or granted in our society. 
Surely the interests of economic stabil- 
ity can be served by techniques more 
certain in effect and with fewer un- 
wanted side effects than trade union- 
ism. 


The Approach of the Labor 
Economists 


Leaving the macroeconomic ap- 
proach I turn now to the approach of 
the labor economists. It is always dan- 
gerous to ascribe a point of view to a 
group in which there may be a con- 
siderable range of opinion, but still I 
find a surprising homogeneity of ap- 
proach in the textbooks on labor eco- 
nomics. 

In general the authors of these books 
treat the central question of labor 
monopoly with rare delicacy and with 
esthetically remarkable displays of 
verbal footwork. In many of the books 
the word monopoly is not even in the 
index. Note the care with which the 
author of the following passage has 
handled this question. 

To return to the original question as to 


whether unions are monopolies, there is no 
doubt they hold some degree of monopoly 
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power. That is their nature and purpose, and 
we give them legal protection with the spe- 
cific aim of increasing the bargaining (i.e., 
monopoly) power of labor. In only rare in- 
stances do unions actually control the supply 
of labor to a firm or occupation, and their 
freedom to do so should not (in the opinion 
of the author) be protected. But to say that 
unions hold monopoly power leaves the impor- 
tant questions unanswered. When and where 
is the monopoly power of the union clearly 
stronger than the monopsony power of the 
employer, and what are the best techniques 
for removing the discrepancy—or the reverse 
discrepancy? How can we prevent. undue in- 
jury to the public from disagreements between 
union and management in essential indus- 
tries? These and many other unanswered 
questions illustrate the pointlessness of dis- 
cussing the problem of unions in the frame- 
work of monopoly analysis, and point to the 
direction in which the answers—if, indeed, 
there are any—are to be found.4 


J. M. Clark has phrased it as follows: 
“We are opposed to monopoly; when 
we find a kind we do not want to op- 
pose, we will call it by a different 
name.’ 

It may be true that a trade union 
does not match the description of 
classical enterprise monopoly in every 
detail. But its goal of manipulating 
the market to extract an advantage 
for those involved is certainly a monop- 
oly-type goal. Personally, if I were 
paying dues to a union, I would most 
certainly feel cheated if the union 
leaders refused to act like monopolists, 
if they made no attempt to manipulate 
the market in my favor. I may ques- 
tion whether trade unions in America 
have in fact been able to exercise 
strong monopoly power, but I can never 
question their desire to do so. 


The Classical Case 


Having denied that unions try to 
or do exercise monopoly power, the 
labor economists go on to state that 
unions use their monopoly power to 
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combat the monopsony power of the 
employers. Here at last is the classical 
case for trade unionism. 

The relevant question would seem to 
be the following: Do employers in fact 
possess monopsony power in the labor 
markets in which they operate? Cer- 
tainly they would like to do so and 
often attempt to do so. But I see noth- 
ing in the history of wage rates in 
this country and in comparisons of 
union and non-union industry experi- 
ence that would lead me to conclude 
that employers in this country do now 
or have ever exercised significant 
monopsony power in the labor markets. 
The weakness of the individual worker 
in obtaining “fair” wages is one of the 
most durable and _ widely-believed 
myths in the economic folklore of the 
modern world. Even my hero, Adam 
Smith, gave it some standing, though 
it may have possessed some greater 
validity in his day than in ours. To- 
day’s worker, with his far greater 
physical and psychological mobility, 
need hardly sit still to be exploited, 
and a solid core of movable workers 
will protect even those who have little 
or no mobility, just as I am protected 
in buying television sets by those who 
are shrewd enough to know that it is 
not magic but easily understood proc- 
esses which cause them to work. 

It is my firm belief that, as a general 
rule, workers do not need trade unions 
to assure themselves of roughly com- 
petitive wages, but only to assure 
themselves of wages above what the 
competitive market would assign them. 
If this fits in with our value system, 
let us endorse it, but let us at least be 
honest about it. 

Now whether through trade union- 


ism workers can in fact gain wages 
significantly different from what a 
competitive market would produce for 
them is itself a debatable question. I 
am inclined to agree with Milton Fried- 
man of the University of Chicago and 
others who argue that the economic 
impact of unions has been grossly ex- 
aggerated by both their friends and 
their foes. Admittedly, they have been 
more successful in some industries 
than in others, and the joint-demand 
approach gives. us a pretty good ex- 
planation of why this should be. Also 
they have been most successful when 
they have been able to enlist the direct 
or indirect support of government in 
their activities. My barber informs me 
that a non-union barbershop in Indi- 
ana is almost certain to be found un- 
sanitary by the state inspection teams, 
while a union barbershop can get by 
with almost anything. (This, by the 
way, is what passes for research 
among college deans.) 

In minimizing the influence of un- 
ions on wage levels and structures, I 
do not mean to say that unions cause 
no problems. Certainly, union action is 
capable of inconveniencing large seg- 
ments of the American economy. Cer- 
tainly, they can and do interfere with 
the efficient use of workers and ma- 
chines in the individual plants and thus 
tend to lower the overall productivity 
of the economy. And certainly, they 
constitute at least a latent political 
pressure group of great strength and, 
from my point of view, of dangerous 
and mistaken social philosophy. Yet, 
paradoxically, I am disturbed by our 
interfering with the right of union 
members to spend union funds in sup- 
port of parties and candidates. 

These and other problems do arise. 
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However, I do not believe that unions 
have in fact been able to produce any 
generally significant changes in the 
level or structure of wages in this 
country. But whether unions do or do 
not succeed in accomplishing what they 
wish to accomplish is not the important 
question. The important question is 
what should be the policy of the coun- 
try toward a group that seeks to ma- 
nipulate the market to the advantage 
of its members. 


CRITICISM OF CURRENT POLICY 


The American answer of this cen- 
tury has been that government should 
encourage and protect this particular 
group, the trade unionists, as they 
seek to organize and to manipulate the 
market. This answer seems to have 
been based in part on the countervail- 
ing power thesis, in part on certain 
ideas of distributive justice, in part on 
the great American tradition of siding 
with the underdog. 

Whatever the reasons were that led 
to this position being adopted, it has 
resulted in a series of legislative en- 
actments, starting with the Clayton 
Act and various railway acts, which 
have given unions special privileges 
and immunities enjoyed by no other 
group in our economy.® Surely this ap- 
proach directly violates one of the tra- 
ditional philosophical positions of our 
society, namely, equality before the 
law. The blindfolded goddess of jus- 
tice has been permitted —nay, en- 
couraged — to peek, and she now says, 
with the jurists of the ancient regimes, 
“Tell me who you are and I'll tell you 
what your rights are.” 

The special privileges of trade un- 
ions have been imaginatively described 
by Edward Chamberlin of Harvard 
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University, in the following passage: 


If A is bargaining with B over the sale of 
his house, and if A were given the privileges 
of a modern labor union, he would be able (1) 
to conspire with all other owners of houses 
not to make any alternative offer to B, using 
violence or the threat of violence if necessary 
to prevent them, (2) to deprive B himself of 
access to any alternative offers, (3) to sur- 
round the house of B and cut off all deliveries, 
including food (except by parcel post), (4) 
to stop all movement from B’s house, so that 
if he were for instance a doctor he could not 
sell his services and make a living, and (5) to 
institute a boycott of B’s business. All of 
these privileges, if he were capable of carry- 
ing them out, would no doubt strengthen A’s 
position. But they would not be regarded by 
anyone as part of “bargaining”—unless A 
were a labor union.7 


Surely if we must favor income re- 
distribution (which I do not), we can 
find ways of implementing our wishes 
that do not violate the concepts of rule 
of law and equality before the law. 


CONCLUSIONS 


What then am I proposing? I am 
proposing that we place trade union- 
ism on the same basis as all other 
groupings in our economy and that 
whatever rules apply to the others 
would apply to unions as well. I am 
not proposing that we legislate unions 
out of existence. I am proposing only 
that we treat them as we should treat 
all collections of people seeking to ma- 
nipulate the market. For the proper 
policy I turn again to Adam Smith 
and to the famous passage in which 
he outlines his approach to collusion 
among businessmen: 


People of the same trade seldom meet to- 
gether, even for merriment and diversion, but 
the conversation ends in a conspiracy against 
the public, or in some contrivance to raise 
prices. It is impossible indeed to prevent such 
meetings, by any law which either could be 
executed, or would be consistent with liberty 
and justice. But though the law cannot hinder 
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people of the same trade from sometimes as- 
sembling together, it ought to do nothing to 
facilitate such assemblies; much less to ren- 
der them necessary.8 


This was his approach to trade un- 
ionism as well, and this approach was 
substantially the one that developed 
under American common law and was 
controlling until the legislative enact- 
ments of this century. Unions were 
tolerated but not encouraged, and were 
granted no special privileges, no im- 
munities from the law of the land. I 
would suggest that we return the prob- 
lems of trade unionism to the jurisdic- 
tion of the common law, which would 
mean sweeping away the relevant sec- 
tions of the Clayton Act and the rail- 
way acts, as well as all of the Norris- 
LaGuardia Act, the Wagner Act and 
the Taft-Hartley Act. 

I realize that at this moment many 
readers do not know whether to laugh 
or cry. But let me sketch what seems 
to me to be the most likely path of 
movement in the years ahead. The 
relative popularity of state right-to- 
work laws is an important straw in 
the wind. It symbolizes the kind of 
authoritarian answer to unions that is 
almost certain to become more popular 
in the years ahead. 


The Right to Work 


To me the right-to-work law is an 
unwarranted intrusion by the state in 
the dealings of employers and em- 
ployees. If an employer and his work- 
ers agree that only Presbyterians or 
Masons or union members will be em- 
ployed in the plant, the state has no 
business interfering in that agreement. 
(I might add that the state also has 
no right interfering in agreements that 
would limit employment to non-union 


workers; i.e., in outlawing yellow-dog 
contracts.) 

As a matter of fact, in proposing 
right-to-work laws the political con- 
servative is weakening his case against 
trade unionism. In developing his case 
for right-to-work laws, he argues that 
workers cannot escape the exploiting 
union; but in developing his case 
against trade unionism, he argues that 
workers can escape the would-be ex- 
ploiting employer. My own guess is 
that the exceptions to the sufficient- 
mobility requirement are about as nu- 
merous and significant in one case as 
in the other —and that in neither are 
the exceptions of sufficient impact or 
duration to justify special legislation. 

If you believe that the state should 
not intervene in dealings between em- 
ployers and employees, then that 
means not only no Wagner Acts, but 
no right-to-work laws and no admin- 
istrative review of wage settlements 
as well. Yet we seem to be headed 
for ever more intervention by the state 
in dealings between employers and em- 
ployees, in the internal affairs of 
unions and in the wage-price relation- 
ships in industry. 

In the process the state is almost 
certain to undertake to dictate deci- 
sions about matters that should be left 
to the market place, and to create 
authoritarian patterns of action that 
will be degrading and debilitating to 
employers and employees alike. Un- 
ions were able to survive the times of 
adversity; whether they will be able 
to survive their successes is open to 
question. 


Reviewing our Legislation 


If this forecast of the shape of 
things to come be even partly correct, 
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then a suggestion that we review the 
legislative enactments of the last fifty 
years is not as ridiculous as it might 
seem at first blush. The proposal is 
made in absolute seriousness and with 
no desire simply to shock or antag- 
onize. Failing a basic change in philos- 
ophy of the kind I have outlined, I see 
nothing but increasing difficulty in 
the years ahead. 

While it is difficult to turn back the 
clock I suspect that we could find ways 
of doing it, if we were convinced that 
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it should be done. I am also under no 
illusions that a full acceptance of my 
proposal would mean the end of all 
the vexing problems that arise in the 
employment relationship. Starting as 
I do with the assumption that man is 
imperfect, I can hardly arrive at the 
conclusion that he can create a utopia. 
The choices must always be among 
various degrees of imperfection and 
the choice I have made seems to be 
the least imperfect of those now avail- 
able. 
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Classics in Management 


The American Management Associa- 
tion has performed a useful service in 
bringing together in one volume a 
number of original writings from the 
historic literature of management.! 
The book presents generous passages 
from the writings of fifteen authors, 
none of them living. The selections 
are arranged in an approximate chro- 
nology from Owen (1825) and Bab- 
bage (1832) to Elton Mayo (1945). 
They are reprinted exactly as they 
first appeared, without editing, abridg- 
ing, or summarizing. Thus the reader 
can enjoy the full flavor of the writ- 
ings in their original forms. 

The editor has supplied brief inter- 
pretive introductions to the writings of 
the authors. These comments provide 
a general view of each writer’s place 
in history, and the nature of his con- 
tribution to management as a field. 

The selections included represent the 
general or philosophical rather than 
the technical or procedural writings 
of the famous names in the scientif- 
ic management movement — Taylor, 
Gantt, Emerson, Gilbreth, etc. In ad- 
dition to the omission of highly tech- 
nical works, the editor’s criteria for 
each selection included its vitality, its 
continuing influence over other man- 
agement writings, and its general his- 
torical significance. 





1. Harwood F. Merrill, (Ed.), Classics in 
Management. New York: American Manage- 
ment Association, 1960. 446 pp. 


On the whole, the editor has wisely 
made the compromises inevitable in a 
book of this sort. Doubtless some will 
be disappointed at the absence of many 
excellent writings that could not be 
included. Each criterion for selection 
gives the book both its strengths and 
weaknesses. Reprinting the writings 
in their original form, for example, 
adds considerable length, thereby re- 
ducing the number of writers whose 
works can be included. These original 
writings, when viewed in the light of 
contemporary management, are un- 
even as to quality and significance. 
Some cutting of the selections would 
have made possible the inclusion of 
more writers without necessarily sac- 
rificing the flavor of each writer’s 
style. 

The editor’s desire to reflect the 
pattern of continuity and progression 
in management thought also forced the 
omission of several significant writers. 
Thus one misses the opportunity to 
have readily available judicious selec- 
tions from such writers as Brandeis, 
Filene, Kimball, Hoxie, Dennison, Lew- 
isohn, McKinsey, and Sheldon. 

Readers interested in managerial 
and entrepreneurial history, as well as 
those with a general and professional 
interest in the field of management, 
will find much rewarding reading in 
the book. Many readers will appre- 
ciate the convenience of having orig- 
inal source materials readily at hand. 
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In many cases, the original writings 
reproduced in this book are out of 
print, or are hard to locate, or have 
been lost. Therefore, the book will 
serve usefully as a text for classes and 
seminars in management history, and 
as supplementary reading for courses 
in management. However, the book 
might have been even more useful if 
more cutting and pruning had been at- 
tempted by the editor, and if a wider 
selection of representative writers had 
been included. 


Dalton E. McFarland 
Professor of Business 
Administration 


Life in the Crystal Palace 


When a former Defense Secretary 
was quoted (out of context) as saying, 
“What is good for General Motors is 
good for the country,” he was in fact 
expressing a sentiment of a majority 
of GM employees. GM people like to 
work for GM, from the president on 
down to the sweeper in the machine 
shop. This is their creature, fashioned 
of course by management, but fash- 
ioned ultimately after the wishes of 
the mass of men who comprise the 
bulk at the middle and bottom of the 
organization pyramid. 

What has been fashioned, at GM 
and elsewhere, is the private corpo- 
rate welfare state, guaranteeing to its 
members maximum possible security 
of employment along with freedom 
from fear of destitution in old age. 
Not only a product of union aggres- 
siveness, it is also management’s vol- 
untary response to social forces which 
it could not combat and therefore em- 
braced. Thus the big sell in big busi- 
ness is now directed toward the pack- 
aged personal security market, and its 
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customers are its own employees. This 
one aspect of the New Deal has become 
an abiding fact of life throughout the 
industrial community, particularly 
among the giant corporations; and the 
question which this book raises, as 
have others before it, is whether or 
no this development should be accepted 
at face value as an obvious good.! 

The question is raised in a unique 
way. Writing as an insider looking 
out, the author describes his more 
than three years’ experience as a 
speech writer and part-time house or- 
gan editor at the home office of a busi- 
ness empire employing some 34,000 
persons. Identified only as “The 
Crystal Palace,” the term is used here 
to symbolize what life is like within 
this empire. Though he does not seem 
to appreciate how tremendous an or- 
ganizational achievement it is to meet 
so vast a payroll, this is admittedly 
not his objective. It is, rather, to de- 
fine and evaluate the qualities of char- 
acter that distinguish the corporation 
man from other men, and while so do- 
ing to contrast life as it is lived within 
the corporation with life as it is lived 
without. The result is an entertaining, 
perceptive, and skillfully written ac- 
count of a now familiar aspect of our 
economic and cultural life. 

The Palace is only a representative 
type, and when the story has a moral 
it is intended to apply universally to 
organization men everywhere. Even 
so, many organization men who read 
this book will find their eyes popping 
out in astonished incredulity as the in- 
terior life of the home office is un- 
folded before them. Gathered here un- 
der one roof are the choicest mass of 
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human common denominators think- 
able, characterless but nice people, 
blissfully whiling away their working 
hours amidst surroundings hardly less 
than palatial, and governed moreover 
by a management that is not only 
benevolent but caressing in its solici- 
tude. Yet, if slightly exaggerated, the 
picture is essentially accurate in that 
it represents the ideal toward which 
the less fortunate are striving. The 
ideal is to have arrived, to have really 
nothing more to strive for; to be, in 
short, practically indestructible as an 
economic entity by virtue of massive 
wealth and size, and thus to be secure 
both as a corporation and individually 
as a member of the corporation. This 
is Nirvana. 

Many readers will already have an 
intimate acquaintance with the essen- 
tial characteristics of this Nirvana, 
and with the kind of people who popu- 
late it, from the works of W. H. Whyte 
and David Riesman. Where Alan Har- 
rington differs from these gentlemen 
is not in his point of view, nor in his 
conclusions, but only in his method. 
He presents the case for the organiza- 
tion man in the best light possible, 
passing in review all the humane and 
genuinely civilized aspects of life at 
the Palace. The sincere efforts of man- 
agement to preserve the dignity of the 
individual amidst the enormous admin- 
istrative trivia are admitted to be on 
the whole successful. Life at the Pal- 
ace is good, no gainsaying that, nor 
would people hang around for their 
thirty or forty year pin were this not 
so. The pin is indeed the cornerstone 
of the edifice, for it is tacitly agreed 
that once you have passed muster at 
personnel you need never depart again. 

What is the price that must be paid 


to gain admittance to this Nirvana? 
The price, as Alan Harrington sees it, 
and as Thoreau saw it before him, is 
so much of your life in exchange for 
so much of the world’s goods. Specif- 
ically, at the Palace you bargain the 
whole of your life in exchange for the 
privilege of allowing management to 
live it for you. Assuming you live to 
be retired at sixty-five, you will be 
permitted then to contemplate what 
your life might have been had you not 
struck so hasty a bargain. Our author 
read the handwriting on the wall. He 
quit. 

No problems are solved excepting 
those of the author. He slew his drag- 
on by walking away from it. Is there 
no other out, or are all corporation 
men to abandon their posts and take 
to the woods? Clearly, the dragon it- 
self must be slain if it is a lasting 
good we want, and this will involve 
a redefinition of the basic values by 
which as a society we have chosen to 
live. This problem surpasses any 
raised in this book. Meanwhile, for 
those organization men who have not 
heretofore had the ethical nuances of 
their situation defined for them, this 
for all practical purposes is the final 
word on the subject. 


William Idzerda 
Reliance Electrical and 
Engineering Company, 
Cleveland 


Investment Funds 


With the increase in popularity of mu- 
tual funds and investment companies 
(over $1 billion was invested in them 
in 1958), a number of varying types 
of funds have become available. A 
marked increase in the number of 
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available funds also has taken place. 
The purchaser of the securities of 
mutual funds or closed-end investment 
companies should know what he is 
buying before he completes his invest- 
ment. The purpose of both of these 
pamphlets is to provide the necessary 
information and advice to the prospec- 
tive investor in mutual funds or in- 
vestment company shares.! 

Both of the pamphlets build toward 
their basic purpose by discussing the 
various types of funds, advantages and 
disadvantages of funds in general and 
of particular types of funds, as well 
as means of evaluating performance 
and investor results. Lists of most of 
the active funds are included. This is 
the point at which the two pamphlets 
vary widely. The first one merely 
lists the funds, while Mr. Barnes 


segregates them on the basis of their 
objective. He uses the generally ac- 


cepted investment objectives trans- 
lated into terms of Conservative Bal- 
anced Mutual Funds, Income Mutual 
Funds, Growth. Mutual Funds and 
Closed-End Investment Companies. 

In order to arrive at the best buys 
the authors of “Investment Trusts and 
Funds” then answer certain pertinent 
questions regarding each fund on their 
list. If the fund is too small or has 
only a relatively short life, it is ex- 
cluded from further consideration. 
This leaves thirty-six of the larger 
and older companies, which are fur- 
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ther analyzed in order to determine 
their suitability as an investment. The 
authors finally conclude that 

the closed-end companies, both individually 
and as a group, have provided the more 
favorable investment results in the past. 
Moreover, this differential becomes markedly 
greater when viewed from the standpoint of 
the results that an investor would have ob- 
tained if he had purchased shares at the be- 


ginning and sold them at the end of the 
periods shown. 


“Your Buying Guide to Mutual 
Funds and Investment Companies,” on 
the other hand, is far less dogmatic. In 
the pamphlet are ten tables, each one 
stressing a different investment ob- 
jective or combining two or more of 
these objectives. Each table lists the 
ten best performers for that particular 
case. While greater study is required, 
the investor does have an opportunity 
to reach a decision regarding his in- 
vestment goal and then to select the 
particular fund which he believes at- 
tains his objective. The author states: 
“The safest and wisest course for the 
investor is to diversify among several 
of the best-performing companies 
from among those that meet his per- 
sonal investment purposes and objec- 
tives.” 

From the point of view of the in- 
vestor in mutua! or investment com- 
pany shares the two pamphlets are im- 
portant. They are not sales manuals, 
but rather studies made by impartial 
organizations, which will receive no 
benefit as a result of the recommenda- 
tions made by the authors. 


Stuart B. Mead 

Associate Professor 
Department of Accounting and 
Financial Administration 





